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ABSTRACT
The problem o f  f lu c tu a t in g  a s s e t  va lues has plagued account­
a n ts  fo r  over a cen tu ry , and many a l t e r n a t iv e s  have been o ffe re d  a s  
an answer to  t h i s  dilemma. Among th e  s o lu t io n s  o f fe re d  i s  th e  u se  o f 
rep lacem ent c o s t ,  th e  o b je c t o f t h i s  s tu d y . T his co s t concep t, as 
rev ea led  by an a n a ly s is  o f  i t s  h i s t o r i c a l  developm ent, has rece ived  
i t s  w idest accep tance  du rin g  p e rio d s  o f  a b ru p t changes in  th e  p r ic e  
l e v e l  both in  th e  U nited S ta te s  and in  fo re ig n  c o u n tr ie s ,  p a r t i c u l a r ly  
in  France and Germany.
Replacement c o s t u t i l i z a t i o n ,  however, a ls o  seems to  have some 
v a l id i ty  even when th e re  a re  no ab ru p t changes in  th e  p r ic e  l e v e l .  
C onsequently , t h i s  study  u ndertakes an a n a ly s is  and e v a lu a tio n  o f 
th e  numerous p ro p o s itio n s  o ffe re d  by acco u n tan ts  to  support and to  
oppose th e  use  o f rep lacem ent c o s t .
As p a r t  o f t h i s  a n a ly s is  o f  th e  argum ents about replacem ent 
c o s t ,  a workable d e f in i t io n  o f replacem ent c o s t i s  developed in  o rd e r  
to  e lim in a te  some o f th e  con fusion  surrounding th e  use  o f  t h i s  te rm . 
The d e f in i t io n  evolved encompasses most o f  th e  a t t r i b u t e s  p re s e n tly  
a tta c h e d  to  th e  term ; fo r  exam ple, rep lacem ent c o s t i s  o f te n  used 
synonymously w ith c u rre n t m arket v a lu e , a d ju s te d  h i s t o r i c a l  c o s t ,  and 
fu tu r e  c o s t to  re p le n is h  th e  a s s e t .  Tfte term , th e n , i s  d e sc rib e d  in  
t h i s  study  as th e  co s t to  re p la c e  th e  earn ing  p o te n t i a l  o f  an a s s e t  
p re s e n tly  owned by th e  f irm .
x i i
Such a  d e f in i t io n  re n d e rs  im potent many o f th e  argum ents 
o ffe re d  a g a in s t  rep lacem ent c o s t ,  p a r t i c u la r ly  th o se  r e s t in g  on th e  
assum ption th a t  rep lacem ent c o s t a p p lie s  only to  th e  co s t o f  re p le n ­
ish in g  an a s s e t  on some f u tu re  date*  However, much o f th e  reaso n in g  
p ressed  a g a in s t  th e  g e n e ra l accep tance  o f  replacem ent co st i s  more 
s o l id ly  based* Many acco u n tan ts  oppose replacem ent c o s t because i t s  
u t i l i z a t i o n  v io la te s  th e  p r in c ip le s  o f  c o s t and conservatism ; and, 
in  a d d it io n ,  th e  d i f f i c u l t y  o f a s c e r ta in in g  a  v a lid  and o b je c tiv e  
replacem ent co s t v a lu e  i s  o f te n  c i te d  as an o b je c tio n  to  i t s  use  in  
th e  accoun ting  s ta te m e n ts .
A number o f  a c c o u n ta n ts , n e v e r th e le s s ,  f e e l  th a t  replacem ent 
c o s t i s  a  means o f  r e f l e c t in g  more s ig n i f ic a n t  in fo rm ation  in  th e  
f in a n c ia l  s ta tem en ts*  They argue th a t  th e  c u rre n t d e p re c ia tio n  
charge ob ta in ed  through replacem ent c o s t d e p re c ia tio n  and th e  c u rre n t 
c o s t o f  goods so ld  f ig u re  rev e a le d  in  th e  income sta tem ent a re  two of 
th e  p r in c ip a l  b e n e f i ts  acc ru in g  to  th e  f irm  th a t  uses rep lacem ent 
c o s t .  F urtherm ore, because th e  replacem ent co s t ba lance  sh e e t in d i ­
c a te s  th e  amount o f  c a p i ta l  a c tu a l ly  employed by th e  b u s in e ss , 
a n a ly s is  o f  th e  ea rn in g  power f o r  th e  p a r t i c u la r  firm  using  t h i s  
c o s t in  i t s  ba lan ce  sh e e t i s  more m eaningful th an  i f  h i s t o r i c a l  co s t 
i s  u se d .
These l a t t e r  argum ents i l l u s t r a t e  th e  p re v a le n t theme in  most 
o f  th e  p ro p o s it io n s  fav o rin g  rep lacem ent c o s t :  th e  im portance o f
u p - to -d a te  in fo rm a tio n  in  th e  f in a n c ia l  s ta te m e n ts . In  f a c t ,  i t  
appears  t h a t  th e  e s s e n t ia l  is s u e  in  th e  replacem ent c o s t d eb a te  i s
x i i i
w hether o r  n o t c u rre n t  in fo rm a tio n  should tak e  precedence over w idely  
accep ted  accoun ting  co n cep ts . Some a c c o u n ta n ts , fo r  example^ main­
t a i n  t h a t  c u rre n t in fo rm a tio n  i s  o f prim e im portance and must precede 
a l l  o th e r  c o n s id e ra tio n s ;  however, o th e rs  argue th a t  t r a d i t i o n a l  
accoun ting  concep ts—h i s t o r i c a l  c o s t and conserva tism , fo r  in s ta n c e — 
must no t be abandoned.
An a n a ly s is  o f  th e se  argum ents re v e a ls  th a t  th e  m ajor is s u e  
in  th e  d e b a te  concerns th e  v a lu e  o f c u rre n t in fo rm ation  versu s th e  
b e n e f i ts  secured from adherence to  g e n e ra lly  accep ted  accounting  
c o n cep ts . In  a d d it io n , th e  a n a ly s is  p rov ides an in s ig h t  in to  th e  
rea so n in g  advanced in  support o f  th e  id ea  as w e ll as an a p p re c ia tio n  
o f  th e  o b je c tio n s  to  th e  use o f replacem ent c o s t .  The d eb ate  over 
th e  ad o p tio n  o f replacem ent c o s t ,  however, c o n tin u e s .
x iv
CHAPTER I
INTRODUCTION
P r ic e  f lu c tu a t io n s ,  w hether la rg e  o r sm a ll, have g e n e ra lly  
been e i th e r  ignored  o r  on ly  r e lu c ta n t ly  recogn ized  by acco u n tan ts  in  
th e  p re p a ra tio n  o f  th e  two p r in c ip a l  f in a n c ia l  s ta te m e n ts , th e  
b a lan ce  sh e e t and th e  income s ta te m e n t. Although t h i s  o p p o sitio n  to  
th e  re c o g n itio n  o f  p r ic e  f lu c tu a t io n s  has a n e g lig ib le  e f f e c t  on th e  
in fo rm atio n  p resen ted  in  th e  two s ta te m e n ts  du rin g  p e rio d s  o f s ta b le  
p r ic e s ,  du ring  a p e rio d  o f r a p id ly  changing p r ic e s  th e  in fo rm a tio n  
p resen ted  by th e  s ta tem en ts  may be q u ite  m is le ad in g . R ecognizing 
t h i s  p o s s ib le  d i s t o r t i o n ,  some fo rw ard -look ing  acco u n tan ts  have 
advocated th a t  changing p r ic e s  be g iven  re c o g n itio n  through th e  use 
o f  replacem ent c o s t .
I .  A RECURRING ARGUMENT
Hie advent o f th o se  acco u n tan ts  advoca ting  th a t  p r ic e  le v e l  
changes be reco g n ized , e i th e r  through th e  use o f  a p p ra is a ls  o r 
rep lacem ent c o s t ,  i s  n o t a  re c e n t phenomenon. As e a r ly  as 1857, 
argum ents were b e ing  advanced in  fav o r o f  th e  u se  o f  rep lacem ent c o s t 
in  th e  f in a n c ia l  s ta tem en ts  p repared  by b u s in e s se s . In  f a c t ,  th e  
1657 German Conm ercial Code provided th a t  a s s e t s  and l i a b i l i t i e s  
be shown a t  th e  v a lu es  a s s ig n a b le  to  them on th e  d a te  o f s ta tem en t
1
2p re p a ra t io n .1 T his p ro v is io n , however, d id  n o t remain in  e f f e c t  very 
lo n g ; th e  opponents o f rep lacem ent c o s t ,  who were even th en  q u ite  
numerous, m arshaled t h e i r  fo rc e s  and succeeded in  changing th e  Code 
to  a llow  only h i s t o r i c a l  co s t on th e  s ta te m e n ts .
Almost th re e -q u a r te r s  of a cen tu ry  l a t e r  th e  m e r its  o f 
rep lacem ent co s t as a b a s is  f o r  a s s e t  v a lu a tio n  and income determ ina­
t io n  were being  debated  in  th e  U nited S ta te s .  The emergence o f  t h i s  
con tro v e rsy  among American acco u n tan ts  and businessm en was g iven  
im petus by th e  s te a d i ly  in c re a s in g  p r ic e s  o f  th e  1 9 2 0 's . The r i s in g  
p r ic e s ,  however, d id  n o t co n tin u e ; th ey  were brought to  an ab ru p t 
h a l t  by th e  onslaugh t o f th e  d e p re ss io n .
T his r e v e r s a l  in  th e  tre n d  o f p r ic e s ,  n e v e r th e le s s ,  d id  no t 
cause th e  acco u n tan ts  to  abandon t h e i r  push f o r  th e  use  of re p la c e ­
ment c o s t .  Kany o f them s t i l l  advocated i t s  u se ; however, th e y  were 
now invo lved  in  a  co n tro v e rsy  over th e  a c c e p ta b i l i ty  o f  w r i t in g  down 
a s s e t  c o s ts —th e  very  c o s ts  acco u n tan ts  were a ttem p tin g  to  w r i te  up 
on ly  a  few y e a rs  e a r l i e r — in s te a d  o f in c re a s in g  a s s e t  v a lu e s  on th e  
books. Thus, th e  r a p id ly  f a l l i n g  p r ic e s  o f th e  d e p re ss io n  l i k e  th e  
g ra d u a lly  r i s i n g  ones o f th e  p rev io u s te n  y ea rs  g en era ted  a  new round 
o f  argum ents about th e  m e r its  o f rep lacem ent c o s t .  T his new b u rs t  o f 
d is c u s s io n  grew weaker g ra d u a lly  a s  th e  economy recovered  from th e  
d e p re s s io n , u n t i l  in  th e  e a r ly  1 9 4 0 's  th e r e  was on ly  an o ccasio n a l
n
xJoseph L. W einer, "B alance-S heet V aluation  in  German Law," 
The Jo u rn a l o f Accountancy. XLVIII (Septem ber, 1929), 196.
m ention o f rep lacem ent co e t in  an p u b lic  u t i l i t y  jo u rn a l o r  in  an 
eng ineering  jo u rn a l .  The a c c o u n ta n ts , however, were s i l e n t .
They rem ained s i l e n t  fo r  on ly  a sh o rt tim e ; a f t e r  th e  a id  o f 
World War I I  th e  accoun ting  l i t e r a t u r e  began to  show a number o f 
a r t i c l e s  on th e  su b je c t o f rep lacem ent c o s t .  The in te n s i ty  o f d eb a te  
in  t h i s  p e rio d , a lthough  q u ite  s tro n g  a t  i t s  in c e p tio n , began to  
d im in ish  in  s tre n g th  u n t i l  about 1958.
The 1960fs p rov ide  th e  s e t t in g  fo r  a resu rgence  o f  th e  
replacem ent c o s t concep t. Kany acco u n tan ts  who r e a l iz e d  th e  
r e s p o n s ib i l i ty  o f  th e  accoun ting  p ro fe ss io n  to  th e  in v e s tin g  p u b lic  
began to  reco g n ize  th e  weaknesses con ta ined  in  th e  d a ta  p resen ted  on 
th e  ba lance  sh e e t and th e  income s ta te m e n t. They were p a r t i c u la r ly  
concerned about th e  d i s to r t io n s  a r i s in g  from a long period  of 
c o n tin u a lly  r i s i n g  p r ic e s :  th e  m issta tem ent o f long-term  a s s e ts ;
th e  inadequacy o f  d e p re c ia tio n  charges; and th e  m islead ing  r e s u l t s  
o f u s in g  l i f o ,  p a r t i c u la r ly  th e  in v en to ry  co s t f ig u re  i t  p re s e n ts  on 
th e  ba lan ce  s h e e t .
This b r i e f  d isc u ss io n  has a ttem pted  to  show th a t  th e  re p la c e ­
ment c o s t concept i s  no newcomer to  th e  f in a n c ia l  scene , bu t r a th e r  
th a t  i t  i s  a  much debated  and much d isc u sse d  concept th a t  has been 
in  e x is te n c e  f o r  a t  l e a s t  a  c e n tu ry .
4I I .  SURVEY OF THE STUDY AND STATEMENT OF THE PROBLEM
Survey o f  th e  Study
Because o f  t h i s  p e r s i s t e n t  and re c u r r in g  d isc u ss io n  o f  th e  
replacem ent co s t id e a , i t  seems p roper to  begin  t h i s  study  o f th e  
rep lacem ent co s t concept w ith  a review  o f i t s  h i s t o r i c a l  developm ent. 
T his rev iew , a lthough  n o t a ttem p tin g  to  make an ex h au stiv e  a n a ly s is  
o f  a l l  environm ental f a c to r s  c o n tr ib u tin g  to  th e  development o f 
rep lacem ent c o s t ,  su rveys some o f th e  m ajor even ts  o c cu rr in g  in  
th e  development o f t h i s  concep t.
F i r s t  th e  h i s t o r i c a l  background i s  review ed, fo llow ed by a 
d isc u ss io n  o f  b a s ic  accoun ting  concep ts re le v a n t to  th e  replacem ent 
c o s t d o c tr in e .  These b a s ic  concepts a re  d isc u sse d  in  o rd e r to  p ro ­
v id e  a  background and an a n a ly t ic a l  framework th a t  can be used to  
make a  m eaningfu l a n a ly s is  o f th e  argum ents p re s e n tly  being  h u rled  
back and f o r th  in  th e  d e b a te .
Follow ing th e  estab lish m en t o f th e  b a s ic  th e o r e t i c a l  frame­
work, t h i s  study n ex t rev iew s and c r i t i c a l l y  examines th e  many 
d e f in i t io n s  o f rep lacem ent c o s t th a t  appear in  th e  l i t e r a t u r e .  Such 
an exam ination  i s  n e ce ssa ry  in  o rd e r  to  d is p e l  some o f  th e  confusion  
su rround ing  th e  meaning o f  th e  te rm . Indeed , many a u th o rs  seem to  
have only  a vague and, a t  t im e s , confused u n d ers tan d in g  of 
"rep lacem ent c o s t ."  A d e f in i t io n  th a t  i s  used in  l a t e r  p o r tio n s  of 
t h i s  study  i s  developed in  o rd e r to  h e lp  c le a r  up some o f t h i s  
co n fu s io n .
Next, an in q u iry  i s  made in to  th e  f in a n c ia l  consequences of 
u sin g  rep lacem ent c o s t f o r  a s s e t  v a lu a tio n . In  th e  f i r s t  p a r t  o f 
t h i s  exam ination a rev iew  i s  made o f th e  r e s u l t s  o f u sing  re p la c e ­
ment c o s t fo r  c u rre n t a s s e t  v a lu a tio n . This i s  fo llow ed , in  th e  
second p a r t ,  by a  study  o f th e  consequences o f u sin g  replacem ent 
c o s t in  long -te rm  a s s e t  v a lu a tio n .
S ta tem ent o f th e  Problem
Follow ing th e  exam ination  of u sing  replacem ent c o s t ,  an 
in te n s iv e  a n a ly s is  i s  made o f  th e  replacem ent co s t argum ents. In  
o rd e r  to  a s c e r ta in  w hether th ey  a re  in  accord  w ith  good accoun ting  
th e o ry , th e  argum ents a re  analyzed by u s in g  th e  in fo rm ation  developed 
in  th e  e a r l i e r  p a r ts  o f th e  s tu d y .
In  b r i e f ,  t h i s  s tudy  a ttem p ts  a  c a re fu l  a n a ly s is  o f th e  
rep lacem ent co st concept in  i t s  development and use w ith  p a r t i c u la r  
emphasis on th e  t h e o r e t i c a l  soundness o f th e  concep t. In  o th e r  words, 
th e  stu d y  t r i e s  to  answer th e  q u e s tio n : Can replacem ent c o s t be
accep ted  by acco u n tan ts  a s  a u se fu l  t o o l ,  o r  must i t  be re je c te d  as 
un reasonab le  and im p ra c tic a l?
CHAPTER II
HISTORICAL REVIEW OF THE REPLACEMENT COST CONCEPT
As a lre a d y  m entioned, t h i s  study  beg in s w ith  a b r i e f  rev iew  of 
some of th e  r e p re s e n ta t iv e  developm ents in  th e  e v o lu tio n  o f th e  
replacem ent co s t id e a . The f i r s t  p a r t  o f t h i s  c h ap te r examines th e  
European c o n tr ib u tio n s  to  th e  h i s t o r i c a l  background o f replacem ent 
c o s t ;  such a s ,  th e  e a r ly  b eg in n in g s, th e  experience  o f th e  1920f s ,  
and th e  more re c e n t developm ents on th e  c o n tin e n t.
In  th e  second p a r t  o f th e  c h a p te r , a  survey i s  made of impor­
t a n t  h i s t o r i c a l  even ts  o c cu rrin g  in  America; fo r  in s ta n c e , p u b lic  
u t i l i t y  r a t e  d is c u s s io n s , th e  boom of th e  tw e n tie s , th e  d e p re ss io n  
o f  th e  t h i r t i e s ,  and some c u rre n t developm ents. This review  of 
rep lacem ent c o s t h is to r y  should h e lp  to  p rov ide  a  c h ro n o lo g ica l pe r­
sp e c tiv e  t h a t  w i l l  be u s e fu l  when a  more thorough in v e s t ig a t io n  of 
th e  replacem ent c o s t concept i s  made in  a  l a t e r  p a r t  o f th e  s tu d y .
I .  EUROPEAN ORIGIN
German C o n trib u tio n s
The e a r ly  b e g in n in g s . Though th e  replacem ent c o s t concept 
has probably  been in  e x is te n c e  f o r  many y e a rs , th e  1857 German 
Commercial Code probab ly  p ro v id es th e  f i r s t  in s ta n c e  in  which i t s  
u se  in  accoun ting  s ta tem en ts  was given le g a l  s a n c tio n . In  th a t  
y e a r ,  a  conference  o f th e  independent German s t a t e s  was convened
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7w ith  th e  o b je c t o f d ra f t in g  a uniform  Commercial Code, a  Code th a t  
would be b in d in g  on a l l  th e  German s t a t e s .  I n i t i a l l y ,  th e  proceed­
in g s  a t  th e  conference p ro g ressed  calm ly, and th ey  remained p eace fu l 
u n t i l  P ru s s ia  proposed th a t  in v e n to r ie s  be shown on th e  balance 
sh ee t a t  th e  low er o f c o s t o r m arke t.
This p roposa l was im m ediately and v ig o ro u sly  a tta c k e d  by 
acco u n tan ts  from th e  o th e r  independent s t a t e s .  They o b jec ted  to  th e  
s p e c i f ic  wording of th e  c la u se , i n s i s t i n g  th a t  th e  purpose o f th e  
conference  was to  fo rm u la te  broad g e n era l g u id e lin e s , n o t m inu te ly  
d e ta i le d  r u l e s .  Thereupon, th e  d e le g a te s , p robably  a f t e r  a long 
and h ea ted  argum ent, decided  to  s u b s t i tu te  fo r  th e  low er-o f-cost-o r^ - 
m arket p roposa l one th a t  was l e s s  r e s t r i c t i v e ;  namely, th a t  a s s e ts  
be shown on th e  ba lance  sh e e t a t  th e  va lue  a sc r ib e d  to  them on th e  
s ta tem en t d a te .^
Even though t h i s  v a lue  a sc r ib e d  to  th e  a s s e ts  on th e  ba lance  
sh e e t d a te  was no t c a lle d  rep lacem ent c o s t ,  th e  means used to  d e te r ­
mine i t  (c u r re n t  m arket va lue  and a p p ra is a ls )  a re  very  s im ila r  to  
th e  methods of d e te rm in ing  c u rre n t rep lacem ent c o s t suggested  by 
modem a c c o u n ta n ts .
T his e a r ly  use  o f c u rre n t v a lu es  in  th e  ba lance  s h e e t ,  w h ile  
perhaps a s te p  forw ard in  th e  p re s e n ta tio n  o f m eaningful accoun ting  
in fo rm a tio n , was n e v e r th e le s s  s u b je c t  to  many ab u ses . A number o f
^Joseph L. W einer, "B alance-Sheet V a lua tion  in  German Law," The 
Jo u rn a l o f Accountancy. XLVIII (Septem ber, 1929), 196.
sp e c u la to rs  and prom oters took  advantage o f th e  lo o se  wording of th e  
Code and p repared  s ta tem en ts  on which th e  expected s e l l in g  p r ic e — 
u su a lly  an o p tim is t ic  guess— was used as th e  b a s is  f o r  v a lu in g  
a s s e t s .  These h ig h ly  exaggerated  a s s e t  va lues enabled th e  prom oters 
to  f lo a t  is su e  a f t e r  is s u e  o f s to c k . Not only were la rg e  is s u e s  o f 
s to ck  unloaded on un su sp ec tin g  in v e s to r s ;  bu t th e se  in v e s to r s ,  in  
tu r n ,  s t a r te d  sp e c u la tin g  w ith  t h e i r  re c e n tly  purchased s to c k . Then 
began se v e ra l y e a rs  o f sp e c u la tio n  w ith  s to ck  p r ic e s  ra c in g  upward 
u n t i l  th e  c rash  in  1873 th a t  se n t a shock wave o f pan ic  th roughout 
th e  economy.
In  th e  a fte rm a th  of th e  c o lla p s e , th e  f in a n c ia l ly  beaten  
in v e s to r s  ra is e d  a loud c ry  f o r  vengeance a g a in s t  th e  wrongdoers who 
had caused th e  c a la m ity . As a  r e s u l t ,  th e  German government con­
ducted  an in v e s t ig a t io n  in to  th e  causes o f  th e  buoyant r i s e  and 
ab ru p t f a l l  o f  th e  s to ck  m arket. This in q u iry  determ ined th a t  th e  
vague wording of th e  Conm ercial Code was a  f a c to r  c o n tr ib u tin g  to  
th e  s to c k  m arket d i s a s t e r ;  th e r e f o re ,  th e  lo o s e ly  worded c la u se
con ta ined  in  th e  Code was rep la ce d  w ith  a  more su c c in c t s ta tem en t—
2a s s e t  v a lu es  cannot exceed o r ig in a l  c o s t .
The p o st World War I  e x p e rien c e . The nex t s ig n i f ic a n t  d isc u s ­
s io n  in  th e  German h is to r y  o f  replacem ent c o s t took p lace  a f t e r  th e  
c lo se  o f th e  f i r s t  World War. In  th e  y e a rs  fo llo w in g  t h i s  w ar, th e  
German economy was b e se t by in f la t io n a r y  p r ic e  movements which,
9i n i t i a l l y  a t  l e a s t ,  slow ly  ra is e d  th e  p r ic e  l e v e l ;  b u t t h i s  slow 
upward movement o f  p r ic e s  d id  n o t co n tinue  f o r  lo n g , and p r ic e s  ro se  
so f a s t  n e a r th e  end o f th e  in f la t io n a r y  s p i r a l  th a t  a pack o f 
c ig a r e t t e s  could buy more g ro c e r ie s  th a t  a b u sh e l o f money.
O bviously , such s w if t ly  changing p r ic e s  com pletely  n u l l i f i e d  
th e  s ig n if ic a n c e  of th e  h i s t o r i c a l  c o s t a s s e t  v a lu es  c a r r ie d  on th e  
shopkeepers1 re c o rd s . But th e  a s s e t  accounts were n o t th e  only ones 
rendered  u se le s s  by th e  i n f l a t i o n ;  even th e  revenue accounts 
p resen ted  u n re l ia b le  in fo rm a tio n  u n le ss  a d ju s te d  fo r  p r ic e  changes 
d a i ly — o r even hou rly  in  th e  f i n a l  days o f th e  i n f l a t i o n .3
C onsequently , German acco u n tan ts  and businessm en were faced  
w ith  th e  ta s k  o f s e le c t in g  a tech n iq u e  f o r  d e f la t in g  p r o f i t s  and 
re v is in g  a s s e t  v a lu e s . A f te r  sea rch in g  about f o r  s u i ta b le  m ethods, 
a  number o f p ro g re ss iv e  acco u n tan ts  proposed th a t  replacem ent co st 
be used to  determ ine  a s s e t  v a lu es  and to  s e t  s a le s  p r ic e s .  The 
method which th ey  suggested  would re p la c e  h i s t o r i c a l  co s t in  th e  
accoun ts w ith  a  more c u rre n t c o s t ,  and would d e f l a te  p r o f i t s  by 
p ro v id in g  an u p - to -d a te  c o s t o f goods so ld  f ig u r e .^  Replacement 
c o s t ,  th e n , helped  so lve  th e  problem of r e p o r t in g  r e a l i s t i c  b u s in e ss  
p r o f i t s  and s ig n i f ic a n t  a s s e t  v a lu es  d u rin g  a  p e rio d  o f g a llo p in g  
i n f l a t i o n .
^H. W. Sweeny, " E f fe c ts  o f I n f l a t io n  on German A ccounting ," 
The Jo u rn a l o f  Accountancy. XLIII (March, 1927)* 184.
^ Ibid .
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The decade o f th e  t h i r t i e s —and l a t e r . Probably because of 
t h e i r  experience  w ith  th e  h y p e r - in f la t io n  a f t e r  th e  f i r s t  World War, 
s e v e ra l German acco u n tan ts  even favored th e  use o f replacem ent c o s t 
du ring  p e rio d s  o f r e l a t i v e ly  s ta b le  p r ic e s .  For in s ta n c e , F r i t z  
Schm idt, a  German acc o u n ta n t, s e t s  fo r th  some fo rc e fu l  argum ents in  
support o f th e  replacem ent co s t concept in  an a r t i c l e  he w rote fo r  
The Accounting Review in  1930. In  t h i s  a r t i c l e  he s t r e s s e s  th e  f a c t  
th a t  replacem ent c o s t shows “what i s , "  w h ile  h i s t o r i c a l  co st shows 
"what w a s . A n o t h e r  German, F r i t z  H enzel, in  h is  book, E rfassung 
und Verrechnung d e r  Gemeinskosten in  d e r  Untemehmung (U nderstanding 
and C a lc u la tin g  Overhead Cost in  th e  B usiness E n te rp r is e ) , pub lished  
in  1931* su g g ests  t h a t  th e  spread  between th e  s e l l in g  p r ic e  o f an 
item  and i t s  rep lacem ent c o s t i s  a  b e t t e r  in d ic a to r  o f p r o f i t  than 
th e  d if f e r e n c e  between s e l l i n g  p r ic e  and h i s t o r i c a l  c o s t .^
Although th e r e  seems to  have been some agreement among German 
acco u n tan ts  on th e  s u i t a b i l i t y  o f u sin g  replacem ent co s t in  account­
in g , th e  government d id  n o t look upon i t  so fa v o ra b ly . Indeed , th e  
Commercial Code o f  1937 re q u ire d  a l l  b a lan ce  sh e e ts  to  re p o r t  a s s e ts
^ F r i tz  Schm idt, "Im portance o f  Replacement V alue ,11 The 
A ccounting Review. V (Septem ber, 1930), 239*
^A. C. L i t t l e to n ,  A Review o f E rfassung  und Verrechnung d e r  
Gemeinskosten in  d e r  Unternehmung by F r i t z  H enzel, The Accounting 
Review. VI (December. 1931^. 32A.
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7a t  t h e i r  h i s t o r i c a l  c o s t . Thus acco u n tan ts  were once more bound by 
th e  h i s t o r i c a l  c o s t r u l e .
And h i s t o r i c a l  c o s t rem ained s a t i s f a c to r y  u n t i l  th e  c o lla p se  
o f th e  German economy n ear th e  end o f th e  second World War. In  th e  
p e rio d  fo llow ing  t h i s  war th e  governm ent’ s p r in t in g  p re s se s  caused a 
money exp lo sio n  th a t  rendered  h i s t o r i c a l  co s t u s e le s s .  As a  r e s u l t ,  
a cco u n tan ts  ag a in  found i t  n ecessa ry  to  s e le c t  some o th e r  c o s t b a s is  
to  use  in  p rep a rin g  f in a n c ia l  s ta tem en ts— th ey  again  chose 
replacem ent c o s t .^
French Developments
The 1920 p e rio d  o f i n f l a t i o n . France to o , l i k e  Germany, 
experienced  a  w ild  upward movement o f p r ic e s  du rin g  th e  tw e n tie s ; 
and, as in  Germany, many o f h e r  acco u n tan ts  advocated th a t  th e  
accoun ting  re c o rd s  be a d ju s te d  f o r  th e  changing p r ic e s  through th e  
u se  of replacem ent c o s t .  C onsequently , a rev iew  o f some of th e se  
developm ents i s  made in  th e  fo llo w in g  p a rag rap h s .
The French in f la t io n  began in  1914 and la s te d  u n t i l  1927; 
however, most of i t s  in f lu e n c e  was f e l t  d u rin g  th e  e ig h t y e a r span 
from 1919 to  1927 when p r ic e s  doubled and gave r i s e  to  many o f  th e  
problems u s u a l ly  encountered in  a p e rio d  o f  i n f l a t i o n :  a  re d u c tio n
?K. K o sio l, "Bases o f V aluation  in  German C orporate  Balance 
S h e e ts ,"  The Accounting Review. H I  (December, 1937), 357.
®Leo K annett, "V a lu a tio n  o f  Commercial A s se ts ,"  Canadian 
C hartered  A ccountant. LX (March, 1952), 86 .
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in  r e a l  e a rn in g s  fo r  th o se  in d iv id u a ls  on a f ix e d  income, a diminu­
t io n  o f  c a p i ta l  due to  in ad eq u ate  d e p re c ia tio n  ch arg es , and a 
d i s to r t i o n  o f  th e  v a lu es  shown in  accoun ting  re c o rd s .
Because accoun ting  a ttem p ts  to  i n te r p r e t  th e  f in a n c ia l  
r e s u l t s  o f b u s in e sse s , and because acco u n tan ts  t r y  to  in te r p r e t  th e  
outcome o f b u s in e sse s  in  term s o f p r ic e s ,  th e  quick  in c re a se  in  
p r ic e s  d estro y ed  th e  r e l i a b i l i t y  o f th e  conclu sions ob ta in ed  from 
th e  use  of o rd in a ry  accoun ting  te c h n iq u e s . T h ere fo re , French 
acco u n tan ts  began t r y in g  to  d e v ise  some method o f  co n v ertin g  
h i s t o r i c a l  d a ta  in to  c u rre n t money v a lu es  so t h a t  m eaningful inform a­
t io n  could be p resen te d  to  management and to  th e  p u b l ic .  Replacement 
c o s t was chosen by many acco u n tan ts  to  perform  t h i s  fu n c t io n .9
That French acco u n tan ts  should tu rn  to  th e  use o f rep lacem ent 
c o s t as  a means o f secu rin g  a c c u ra te  f in a n c ia l  in fo rm a tio n  i s  no t 
to o  s u rp r is in g ,  because f o r  many y e a rs  French im p o rte rs  had r e l i e d  
upon rep lacem ent c o s t a s  a  b a s i s  f o r  c o s tin g  th e  goods th e y  purchased 
and s o ld . Hence, i t  was q u ite  lo g ic a l  f o r  p ra c t ic in g  acco u n tan ts  
to  app ly  th e  same th e o ry  to  th e  f in a n c ia l  rec o rd s  o f o th e r  b u s in e sse s  
d u rin g  t h i s  p e rio d  o f  i n f l a t i o n
The accoun ting  developm ents. French acco u n tan ts  and b u s in e ss ­
men, no doubt because o f t h e i r  knowledge o f  th e  tech n iq u es  used in
?Max J .  Wasserman, "A ccounting P ra c t ic e  in  France During th e  
P erio d  o f  M onetary I n f l a t io n  (1919-1927) ,** The Accounting Review.
VI (M arch, 1931), 9 .
1QI b id .
Germany d u rin g  h e r in f la t io n a r y  u p h eav a ls , developed se v e ra l  
p rocedures fo r  de te rm in ing  th e  rep lacem ent c o s ts  th ey  u t i l i z e d  in  
t h e i r  rec o rd -k ee p in g .
One o f th e  more g e n e ra lly  accep ted  m ethods, which was a ls o  
q u ite  u n s o p h is t ic a te d , used o rd in a ry  h i s t o r i c a l  c o s t accoun ting  
methods in  term s o f  f ra n c s  fo r  e n t r i e s  to  th e  acco u n ts ; bu t th e se  
e n t r i e s  were supplem ented by th e  p re p a ra tio n  o f a  gold  fran c  
ba lance  s h e e t .  In  o th e r  w ords, orthodox h i s t o r i c a l  c o s ts  were 
en te red  in to  th e  acco u n ts , and th e se  c o s ts  were l a t e r  changed in to  
c u rre n t c o s ts  when th e  ba lance  sh e e t was p rep a red . Every a s s e t  was 
converted  to  a c u rre n t c o s t through  d iv id in g  i t s  h i s t o r i c a l  co st 
by th e  c o e f f ic ie n t  o f th e  exchange r a t e  between France and some gold 
s tan d ard  co u n try , u s u a lly  th e  U nited S ta te s .^ "  In  t h i s  way, only 
th e  b a lan ce  sh e e t f ig u re s  were a d ju s te d , and th e  French businessm an 
was ab le  to  r e t a in  h i s t o r i c a l  c o s t in  h is  a cco u n ts , th e reb y  
s im p lify in g  h is  reco rd -k eep in g  p ro c e ss . Although th e  a d ju s te d  c o s t 
f ig u r e s  d e riv ed  in  t h i s  manner m ight n o t always be c a l le d  re p la c e ­
ment co s t by modem a c c o u n ta n ts , th e y  were g iven  t h i s  t i t l e  by th e  
French a c c o u n ta n ts .
A nother system , which a d ju s te d  th e  d a ta  en te red  in  th e  
accoun ts a s  w e ll a s  th e  in fo rm a tio n  shown on th e  ba lance  sh e e t , 
p rov ided  f o r  e n t r i e s  in  t e r a s  o f paper f ra n c s  and, a d d i t io n a l ly ,  in
14
term s o f gold francs*  T his method prov ided  le d g e r  accoun ts w ith 
columns f o r  th e  paper f ra n c  e n t r ie s  and supplem entary columns fo r  
th e  gold  fra n c  e n t r i e s . ^  That i s ,  th e  replacem ent c o s t v a lu es 
were a c tu a l ly  e n te red  in  th e  accounts a long  w ith  th e  h i s t o r i c a l  
co st data*
S ev e ra l o th e r  methods o f c a lc u la t in g  th e  rep lacem ent c o s ts  
o f a s s e ts  were a ls o  used du ring  th e  in f la t io n a r y  tw e n tie s , bu t they  
a re  on ly  v a r ia t io n s  o f th e  two tech n iq u es  ju s t  d iscu ssed  and w i l l  not 
be review ed in  t h i s  s tu d y .
In  a d d it io n  to  u s in g  replacem ent c o s t in  th e  p re p a ra tio n  o f
th e  ba lance  s h e e t , many French businessm en a p p lie d  th e  same methods
to  t h e i r  income s ta tem en ts  as w e ll ,  b asin g  t h e i r  s e l l in g  p r ic e s  upon
th e  replacem ent c o s t in s te a d  o f on th e  h i s t o r i c a l  c o s t of 
13p ro d u c tio n . Thus, th ey  were a b le  to  a s su re  them selves o f having 
s u f f i c i e n t  funds a v a i la b le  when i t  was n e ce ssa ry  to  re p le n is h  t h e i r  
in v e n to r ie s .
To be s u re , d u rin g  th e  p e riod  o f i n f l a t i o n  no in d iv id u a l  firm  
could base  i t s  s e l l in g  p r ic e s  on rep lacem ent c o s ts  w h ile  i t s  comr- 
p e t i t o r s  based t h e i r  p r ic e s  on h i s t o r i c a l  c o s t .  But such in s ig n i f ­
ic a n t  c o n s id e ra tio n s  d id  no t b o th e r  th e  French businessm an; he 
sim ply banded to g e th e r  w ith  o th e r  m erchants in  t r a d e  a s s o c ia t io n s
^ I b i d . .  17 .
13Ka* J .  WasBerman, "French E n te rp r is e  Under I n f la t io n !  A 
Balance Sheet A n a ly s is ,"  The Accounting Review. IX (Ju n e , 1934), 135*
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and fo rced  a l l  o f  th e  members to  base  t h e i r  p r ic e s  on replacem ent 
cost*
From t h i s  sh o rt sk e tch  o f th e  French in f l a t i o n  of th e  1920’s 
i t  seems ap p aren t th a t  French a cc o u n ta n ts , on th e  whole, sanctioned  
th e  use o f rep lacem ent c o s t .  This f a c t  i s  co rro b o ra ted  by th e  la rg e  
number o f p e r io d ic a ls  p u b lish in g  a r t i c l e s  on th e  su b je c t du rin g  th e  
t w e n t i e s .^
The postw ar a c t io n . Again in  th e  l a t e  t h i r t i e s  and e a r ly  
f o r t i e s ,  France was faced  w ith a sp e e d ily  r i s in g  p r ic e  le v e l  s im ila r  
to  th e  one th a t  im m ediately follow ed th e  f i r s t  World War. And once 
more th e  h i s t o r i c a l  co s t b a s is  o f  accoun ting  f a i l e d  to  p rov ide  
adequate  in fo rm a tio n  fo r  in v e s to r s ,  bankers, and th e  governm ent.
As a  r e s u l t  of t h i s  d e a r th  o f m eaningful f in a n c ia l  inform a­
t io n ,  th e  French government prom ulgated a s e r ie s  o f laws and d ecrees 
which p rov ided  businessm en w ith  an a l t e r n a t iv e  to  h i s t o r i c a l  c o s t— 
h i s t o r i c a l  c o s t a d ju s te d  by a p r ic e  i n d e x .^  A ccordingly , f ix e d  
a s s e t  v a lu e s  and th e  accompanying d e p re c ia tio n  re s e rv e s  were 
in c re ased  in  o rd e r  to  b r in g  t h e i r  recorded  v a lu es  more c lo s e ly  in  
l i n e  w ith  p re se n t v a lu e s , i . e . ,  replacem ent c o s t .
^ F o r  some o f  th e s e  so u rces see Max J .  Wassennan, ’’A ccounting 
P ra c t ic e  in  France During th e  P eriod  o f  M onetary I n f l a t io n  (1919- 
19 2 7 ),"  and ’’French E n te rp r is e  Under I n f l a t io n ;  A Balance Sheet 
A n a ly s is .”
John K ennerly, ’^ e v a lu a t io n  of F ixed A sse ts  in  F ra n ce ,” The 
A ccountan t. CXH (December 11, 1946), 469.
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The accoun ting  p ro fe s s io n  in  Germany and France seemed very  
w i l l in g  to  use  rep lacem ent c o s t whenever th e  h i s t o r i c a l  co st proce­
dure  f a i l e d  to  p rov ide  adequate  in fo rm a tio n . However, th e  E ng lish  
acco u n tan ts  were no t so eager to  embrace replacem ent c o s t as an 
a l t e r n a t iv e  to  t h e i r  t r a d i t i o n a l  p ro ced u res .
E n g lish  Developments
Perhaps because of i t s  h is to ry  of r e l a t i v e ly  s ta b le  p r ic e s ,  
o r  maybe because of th e  in h e re n t conservatism  o f th e  B r i t i s h  
c h a ra c te r ,  no E ng lish  c o n tr ib u tio n  to  th e  d o c tr in e  of replacem ent 
c o s t was made u n t i l  th e  1950’ s .  I t  was in  1952 th a t  s e v e ra l  bod ies 
o f E ng lish  acc o u n ta n ts  met to  d isc u ss  th e  problem o f p r ic e  le v e l  
changes and acco u n tin g . As a r e s u l t  o f th e se  d is c u s s io n s  one group 
o f  a c c o u n ta n ts , th e  I n s t i t u t e  o f C hartered  A ccountants in  England and 
W ales, f o r c e fu l ly  re a ff irm e d  i t s  b e l i e f  in  th e  h i s t o r i c a l  c o s t 
d o c tr in e ;  b u t th e  o th e r  th re e  accoun ting  bodies d id  no t agree  w ith  
t h i s  r e a f f i rm a t io n .! ^
These th re e  p ro fe s s io n a l  groups—th e  I n s t i t u t e  o f  C hartered  
A ccountants o f S c o tla n d , th e  S o c ie ty  o f In co rpo ra ted  A ccountants and 
A u d ito rs , and th e  A sso c ia tio n  o f C e r t i f ie d  and C orporate A ccountants— 
s e t  them selves a d r i f t  from  th e  h i s t o r i c a l  co st p r in c ip le  by em bracing,
^ D a v id  Solomons, "A ccounting f o r  Changing P ric e  L evels:
Recent B r i t i s h  V iew s,” The Jo u rn a l o f Accountancy. XCVII (June ,
1954), 704.
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in  one form o r  a n o th e r , some a p p lic a t io n  o f th e  rep lacem ent co st 
d o c tr in e .
One o f  them ,the  S o c ie ty  o f In co rp o ra ted  A ccountants and
A u d ito rs , re le a s e d  a s ta tem en t to  i t s  members s e t t in g  fo r th  s p e c i f ic
in s t r u c t io n s  fo r  th e  a p p lic a t io n  o f replacem ent co s t to  accoun ting  
17p r a c t ic e .  This s ta tem en t named se v e ra l  accoun ts th a t  should be 
a d ju s te d  fo r  rep lacem ent c o s t :  s p e c i f i c a l ly ,  f ix e d  a s s e t  accoun ts ,
d e p re c ia tio n  a cco u n ts , and in v en to ry  acc o u n ts . In  o rd e r to  a d ju s t  
th e s e  acco u n ts , th e  accoun tan t i s  in s t ru c te d  to  use c u rre n t co st to
re p la c e  th e  a s s e t ,  o r i f  t h i s  c o s t i s  n o t a v a i la b le ,  he may use a
1 fts u i ta b le  p r ic e  index  to  a d ju s t  th e  acco u n t,
I I .  AMERICAN ORIGINS
From t h i s  qu ick  overview  o f European developm ents re le v a n t 
to  replacem ent c o s t ,  th e  study  now tu rn s  to  a  c o n s id e ra tio n  of 
s im ila r  American e v e n ts . In  America, as in  Europe, f lu c tu a t in g  
p r ic e s  prov ided  th e  c a ta ly s t  fo r  th e  replacem ent c o s t d isc u ss io n s  
t h a t  appeared from tim e to  tim e .
E arly  B eginnings
P u b lic  u t i l i t y  r a t e  c a s e s . In  t h i s  coun try  many of th e  
e a r l i e s t  argum ents about th e  use o f rep lacem ent co s t d id  no t inv o lv e
^ " O f f i c i a l  D ecisions and R e leases : The A ccounting Im plica­
t io n s  o f Changing Money V alues , 11 The Jo u rn a l o f Accountancy. XCVII 
(F eb ru ary , 1954), 248-53.
1SI b id . .  253.
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any th e o r e t i c a l  accoun ting  concep ts; in s te a d ,  th e  d e b a te s  revolved  
p r im a r ily  around th e  r a t e  cases heard  b e fo re  pu b lic  u t i l i t y  
re g u la to ry  a g e n c ie s , p a r t i c u la r ly  th e  I n t e r s t a t e  Commerce Commission. 
I t  was in  th e  h e a rin g s  b e fo re  th e se  commissions th a t  replacem ent 
c o s t f i r s t  rece iv ed  prominence in  America.
However, b e fo re  d e lv in g  in to  th e  e a r ly  h is to ry  o f th e se  cases 
and t h e i r  emphasis on replacem ent c o s t ,  i t  i s  n e ce ssa ry  to  s e t  ou t 
th e  o b je c tiv e s  o f th e  r a t e  making bod ies in  o rd e r  to  understand  th e  
im portance o f  rep lacem ent co s t in  th e  r a t e  c a se s . The ta s k  o f th e  
r a t e  commission i s  to  s e t  th e  r a t e s  charged to  th e  consumer by th e  
re g u la te d  company h igh  enough so th a t  a rea so n ab le  r a t e  o f  re tu rn  
can be earned on i t s  in v estm en t.
In  de te rm in ing  th e  r a t e s  to  be charged by th e  re g u la te d  com­
pany, th e  re g u la to ry  commission develops a r a t e  base  which i s  then  
m u lt ip lie d  by a  s p e c i f ic  p e rcen tag e  to  a s c e r ta in  th e  t o t a l  re tu rn  
th e  u t i l i t y  i s  e n t i t l e d  to  e a rn . D eciding on th e  amount o f t h i s  
r a t e  base i s  n o t eaay t th e  re g u la tin g  body must determ ine w hether 
to  use  th e  t o t a l  h i s t o r i c a l  c o s ts  o f th e  company's a s s e t s ,  w hether 
to  u se  replacem ent co st as  a s u b s t i tu te  f o r  h i s t o r i c a l  c o s t ,  o r 
w hether to  use  a com bination o f th e  two.
This p e rp lex in g  problem p rov ides th e  nu c leu s fo r  many o f th e  
e a r ly  d is c u s s io n s  r e l a t in g  to  rep lacem ent c o s t .  These e a r ly  d isp u te s  
d id  n o t p e r ta in  to  methods o f re p o r t in g  c u rre n t v a lu es  in  th e  
p r in c ip a l  accoun ting  s ta te m e n ts ; r a th e r ,  th ey  had to  do w ith  th e  
r a t e  making a c t i v i t i e s  o f  re g u la to ry  ag en c ies—a c t i v i t i e s  th a t  a re
19
u s u a l ly  devoid o f th e o r e t i c a l  accoun ting  c o n s id e ra tio n s . N everthe­
l e s s ,  th e se  r a t e  making d isc u s s io n s  about rep lacem ent c o s t d id  have 
some in f lu e n c e  on a cc o u n ta n ts , so th ey  w i l l  be review ed in  th e  
fo llo w in g  pages.
The c o n s tan t d e c lin e  in  th e  p r ic e  le v e l  from a peak a t ta in e d  
n e a r  th e  c lo se  o f th e  C iv il  War to  a low reached  about th e  end of 
th e  cen tu ry  c re a te d  a problem f o r  th e  r a t e  making b o d i e s .^  This 
problem o r ig in a te d  because most o f th e  r a i l r o a d s  o p e ra tin g  in  th e  
l a t t e r  h a l f  o f th e  n in e te e n th  cen tu ry  were u s in g  f a c i l i t i e s  b u i l t  
in  th e  h igh  p r ic e  e ra  p re v a i l in g  n ear th e  c lo se  of th e  war between 
th e  s t a t e s .
These r a i l r o a d s ,  in  o rd e r  to  maximize th e  r e tu rn  on t h e i r  
in v estm en t, n a tu r a l ly  m ain tained  th a t  h i s t o r i c a l  c o s t was th e  
p ro p er c o s t to  u se  in  e s ta b l is h in g  th e  r a t e  b a se ; b u t th e  s t a t e  
r e g u la to ry  comm issions, w ith  th e  power to  s e t  r a t e s  and th e  du ty  
to  see  t h a t  consumers rec e iv e d  ra ilw ay  s e rv ic e  a t  a rea so n ab le  p r ic e ,  
in s i s t e d  on u sin g  rep ro d u c tio n  c o s t (rep lacem ent c o s t)  in  s e t t in g  
up th e  r a t e  b a se . This d eb a te  about which c o s t to  use  in  th e  r a t e  
base  rem ained u n s e t t le d  u n t i l  th e  tu rn  o f th e  c e n tu ry .
Then, in  th e  y e a r  1898, th e  Supreme Court handed down i t s  
r u l in g  in  Smyth v . Ames: a  d e c is io n  in  which th e  Court s ta te d  th a t
in  s e t t in g  up th e  r a t e  base  some c o n s id e ra tio n  should be g iven  to
19M aurice W. Lee, Economic F lu c tu a tio n s  (Homewood: R ichard 
D. I rw in , I n c . ,  1955), 130.
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20th e  f a i r  v a lue  o f th e  p ro p e r ty . Hence, th e  use o f h i s t o r i c a l  co st
was n o t g iven  com plete approval by th e  C ourt, and th e  f a i r  v a lu e , o r
replacem ent c o s t ,  was g iven  some em phasis.
However, th iB  ru l in g  d id  no t com plete ly  s e t t l e  th e  i s s u e ,  and 
in  1914 th e  r a i l r o a d s  and th e  r a t e  making bod ies were s t i l l  a rgu ing  
about th e  m e r its  o f rep lacem ent c o s t and h i s t o r i c a l  c o s t ;  b u t 
because o f th e  now r i s in g  p r ic e  l e v e l ,  th e  r a i l r o a d s  were su p p o rtin g  
th e  use  o f rep lacem ent c o s t in  th e  r a t e  b ase , and th e  commissions
were e x to l l in g  th e  m e r its  o f u s in g  h i s t o r i c a l  c o s t a s  a r a t e  b a s e . 2 1
A ccounting i n te r e s t  in  replacem ent c o s t . These d eb a tes  
between th e  r a i l r o a d s  and commissions p robably  ex e rted  some in f lu e n c e  
on th e  acco u n tan ts  who were g ra d u a lly  becoming aware t h a t  th e  
v a c i l l a t i n g  p r ic e s  were a f f e c t in g  th e  s ig n if ic a n c e  o f th e  c o s t v a lu es 
p resen te d  on th e  b a lan ce  s h e e t .  R e a liz in g  t h i s  d i s t o r t i o n ,  same of 
th e  more p ro g re ss iv e  a cc o u n ta n ts , a s  e a r ly  a s  1919, argued f o r  th e  
p re s e n ta tio n  o f c u rre n t c o s ts  in  th e  ba lan ce  s h e e t ,  and even f u r th e r ,  
th e y  p re sse d  f o r  th e  c a lc u la t io n  o f d e p re c ia tio n  charges on th e  b a s is
pp
o f  th e s e  c u rre n t c o s ts .
Yet t h i s  view th a t  rep lacem ent c o s t should be used in  p rep a r­
in g  th e  accoun ting  s ta tem en ts  was no t openly welcomed by a l l
^ S m rth  v . Ames. 16 U .S . 466.
^ C l a i r  W ilcox, P u b lic  P o l ic ie s  Toward B usiness (Chicago* 
R ichard  D. Irw in , I n c . ,  1955), 527.
2 2 j. B auer, "Renewal C osts and B usiness P r o f i t s  in  R e la tio n  
to  R is in g  P r i c e s ,"  The Jo u rn a l o f Accountancy. XXVIII (December, 
1919), 414.
a cc o u n ta n ts ; to  be su re , i t  was opposed by a  la rg e  number o f them. 
One o f th e  ty p ic a l  c r i t ic is m s  le v e le d  a g a in s t rep lacem ent c o s t when 
i t  was f i r s t  in tro d u ced  to  American acco u n tan ts  was p resen ted  in  th e  
S tudents*  Department o f The Jo u rn a l o f Accountancy. The e d i to r  o f 
t h i s  departm ent p o in ted  ou t th a t  reco rd in g  a p p re c ia tio n  i s  an 
a n t ic ip a t io n  o f p r o f i t ;  and m oreover, he co n tin u ed , many a s s e t s  th a t  
a re  w r i t te n  up to  c u rre n t  va lue  have to  be w r i t te n  down l a t e r . ^
T his argument i s  rep e a te d  many more tim es by acco u n tan ts  whenever 
th e  su b je c t o f rep lacem ent co st i s  d isc u sse d .
The Decade o f th e  Twenties
During th e  d e p re ss io n  of 1920 to  1921, a cc o u n ta n ts  d id  not 
th in k  about rep lacem ent c o s t very  much. N ev erth e le ss , w ith  th e  
coming o f p ro s p e r i ty  and r e l a t i v e ly  s ta b le  p r ic e s ,  th e  ghost o f 
rep lacem ent c o s t appeared to  haunt th e  a c c o u n ta n ts .
A ccounting accep tance  o f  rep lacem ent c o s t . A l e t t e r  to  th e  
e d i to r  in  one o f  th e  1921 is s u e s  o f The Jo u rn a l o f  Accountancy urged 
t h a t  d e p re c ia tio n  charges be based on replacem ent c o s t ,  e s p e c ia l ly  
in  p e rio d s  when th e  c o s ts  to  re p la c e  th e  a s s e ts  a re  h ig h e r  than  
t h e i r  o r ig in a l  c o s t ;  t h a t  i s ,  a s s e ts  c u r re n t ly  be ing  used which were
^Seym our W alton, ( e d . ) ,  S tu d e n ts ' Departm ent, " In c re a s e  in  
M arket P r ic e  o f F ixed A ssets ,"  The Jo u rn a l o f Accountancy. XXVI 
(November, 1918), 393*
purchased in  prew ar p e rio d s  and now have a much h ig h e r replacem ent 
c o s t .2^
And two y e a rs  l a t e r  in  th e  same jo u rn a l ,  a w r i t e r ,  in  comment­
in g  on th e  trea tm e n t of a p p re c ia t io n , s a id  th a t  i t  was no lo n g er 
n ecessa ry  to  argue about th e  a c c e p ta b i l i ty  o f reco g n iz in g  ap p re c ia ­
tio n *  i t  was now a g e n e ra lly  accep ted  p r a c t i c e .^5 F u r th e r , t h i s  
au th o r p resen ted  a method o f in c lu d in g  a s s e ts  on th e  s ta tem en ts  a t  
t h e i r  a p p ra is a l  v a lu e s .
According to  t h i s  p rocedu re , th e  o r ig in a l  co s t f ig u re  i s  
p resen ted  on th e  ba lance  sh ee t w ith  th e  accum ulated d e p re c ia tio n  
su b tra c te d  in  th e  norm al m anner. This i s  fo llow ed by th e  ap p ra ised  
v a lu e  o f th e  a s s e t  and th e  accompanying accum ulated d e p re c ia tio n  
based on th e  a p p ra is a l  v a lu e . C onsequently , bo th  th e  co s t va lue  and 
th e  replacem ent va lue  a re  shown on th e  ba lance  s h e e t .26
During th e  tw e n tie s  an o th e r development i n  th e  rep lacem ent 
c o s t co n tro v e rsy  took  p lac e  a t  th e  annual m eeting o f th e  American 
I n s t i t u t e  o f A ccountants in  1927. One o f  th e  p r in c ip a l  speakers a t  
t h i s  m eeting se v e re ly  c r i t i c i z e d  th e  assem bled body o f  acco u n tan ts  
f o r  i t s  s tand  on th e  use o f h i s t o r i c a l  c o s t .  In  p a r t i c u l a r ,  he 
condemned th e  acco u n tan ts  fo r  ta k in g  such an a r b i t r a r y  stand  on th e
^■ J. M. Chenoweth, “ D ep rec ia tio n  o f  th e  D o l la r ,” The Jo u rn a l 
o f  Accountancy. XXXI (Ju n e , 1921), 472.
^ A lb e r t  G. Moss, “ Treatm ent o f A p p rec ia tio n  o f  F ixed A s s e ts ,” 
The Jo u rn a l o f Accountancy. XXXVI (Septem ber, 1923), 161.
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v a lu a tio n  o f  a s s e t s .  F urtherm ore, th e  speaker went on, t h i s  s tand  on 
a s s e t  v a lu a tio n  i s  no t supported  by lo g ic a l  argum ents, bu t by a  loud 
r e i t e r a t i o n  o f th e  h i s t o r i c a l  c o s t p o s i t io n .^7 Thus, i t  seems 
t h a t  some a cco u n tan ts  were v o ic in g  op in io n s in  fa v o r  of using  
replacem ent co s t d u rin g  th e  tw e n tie s .
R ate making d is c u s s io n s . Although th e  acco u n tan ts  seemed to  
reco g n ize  th e  b e n e f i t s  o f a d ju s tin g  h i s t o r i c a l  c o s t to  r e f l e c t  
rep lacem ent v a lu e s , th e  re g u la to ry  commissions d id  no t concur w ith 
t h i s  view in  t h e i r  d e c is io n s .  They in s i s t e d  t h a t  r a t e s  be s e t  
m ainly on th e  b a s is  o f h i s t o r i c a l  c o s t and th a t  rep lacem ent c o s t be 
ig n o re d .
However, d u rin g  th e  tw e n tie s  th e  Supreme Court s e t  a s id e  many 
r a t e  d e c is io n s  because rep ro d u c tio n  c o s t was n o t g iven  enough con­
s id e r a t io n  in  e s ta b l is h in g  th e  r a t e  b a se . For in s ta n c e , in  1929 th e  
Court r e je c te d  th e  v a lu a tio n  of r a i l r o a d  p ro p e r t ie s  t h a t  had been 
made over a p e rio d  o f  y e a rs  by th e  I n t e r s t a t e  Commerce Commission
because replacem ent c o s t was ig n o red . T his was th e  w e ll known
280 *F a llo n  c a se .
Even though in  t h i s  case th e  Court req u ire d  th e  r a t e  making 
ag en c ie s  to  c o n s id e r  rep lacem ent c o s t in  t h e i r  d e c is io n s ,  i t  f a i l e d  
t o  s e t  f o r th  s p e c i f ic  in s t r u c t io n s  on how much w eight replacem ent
^ H e n ry  Rand H a tf ie ld ,  ,fWhat i s  th e  M atter w ith  A ccounting?" 
The Jo u rn a l of Accountancy. XLIV (O ctober, 1927)* 273*
28S t .  Louis and 0*F a llo n  R^. Co. v . U .S ., 279 U .S. 461.
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co s t should be g iven  in  s e t t in g  r a t e s .  The re g u la to ry  commissions 
knew th a t  rep lacem ent co s t should  be g iven  some c o n s id e ra tio n ; bu t 
how much? Thus th e  problem o f v a lu in g  a s s e t s  f o r  r a t e  making 
purposes was l e f t  to  be s e t t l e d  in  th e  t h i r t i e s .
Through th e  decade of th e  tw e n tie s  th e re  had been g e n e ra lly  
s ta b le  p r ic e s  w ith  only m inor f lu c tu a t io n s  in  th e  o v e ra l l  p r ic e  
l e v e l ;  on th e  o th e r  hand, th e  nex t te n -y e a r  p e rio d  was marked by 
v io le n t  s h i f t s  in  p r ic e s ,  i n i t i a t e d  by th e  sudden drop a t  th e  s t a r t  
o f  th e  d e p re ss io n .
The d e p re ss io n  decade . This unexpected f a l l  in  p r ic e s  from 
what had been considered  a perm anently  s ta b le  p r ic e  le v e l  genera ted  
much concern among th e  a c c o u n ta n ts . They were e s p e c ia l ly  w orried  
about th e  m is lead in g  a s s e t  va lues ap p ea rin g  on th e  ba lance  s h e e t;  
and m oreover, th ey  were d isp le a se d  w ith  th e  tech n iq u e  o f c a lc u la t in g  
d e p re c ia t io n  on h i s t o r i c a l  c o s t .  This d e p re c ia tio n  charge , which 
a cc o u n ta n ts  and businessm en were t ry in g  to  augment d u rin g  th e  tw e n tie s  
in  o rd e r  to  p rov ide  fo r  h ig h e r  rep lacem ent c o s ts ,  was now th e  very  
c o s t th ey  were t r y in g  to  c u r t a i l ,  again  because of th e  d i s p a r i ty  
between h i s t o r i c a l  co s t and replacem ent c o s t .  A number of account­
a n ts  argued th a t  p re se n t o p e ra tio n s  should n o t be burdened w ith  th e  
h ig h e r  c o s t in c u rre d  in  a p rev io u s p e r io d . And lik e w ise , same o f 
them favored  showing c u rre n t a s s e t  va lues in  th e  b a lan ce  sh ee t in  
p la c e  o f th e  o b so le te  h i s t o r i c a l  c o s ts .
As a  r e s u l t  o f t h i s  re a so n in g , o r  maybe because o f th e  
accoun ting  d o c tr in e  o f co n serv a tism , many a s s e t s  were w r i t te n  down
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d u rin g  th e  e a r ly  y e a rs  o f  th e  d e p re ss io n . For example in  1931 th e  
n e t  writedowns were about $189 m il l io n , in  1932 about $251 m il l io n , 
and in  1933 and 1934 about $117 m ill io n  each y e a r . ^  In  a d d it io n , 
th e  number o f  companies re p o r t in g  writedowns in c reased  from 15 in  
1929 to  55 in  1932; t h i s  was follow ed by a drop to  on ly  27 companies 
in  1934.
I t  i s  obv ious, th e n , th a t  th e  p le a s  o f  businessm en fo r  
perm ission  to  w r ite  down a s s e t s  were h eard , and e v id e n tly  sa n c tio n ed , 
by th e  acco u n tan ts  d u rin g  th e  e a r ly  t h i r t i e s .  One au th o r w r it in g  
d u rin g  t h i s  p e rio d  p o in ted  ou t th a t  acco u n tan ts  should have no 
re s e rv a tio n s  about w r i t in g  a s s e t s  down, e s p e c ia l ly  s in c e  th ey  had 
allow ed them to  be w r i t te n  up on ly  a few y e a rs  e a r l i e r . - ^
To determ ine  more p r e c is e ly  how acco u n tan ts  f e l t  abou t th e se  
w ritedow ns, th e  N a tiona l A sso c ia tio n  o f Cost A ccountants made a 
survey  o f i t s  members, a sk in g  them i f  th ey  favored  w ritedow ns, and 
i f  so , what b a s is  th e y  p re fe r re d  to  use  f o r  w r it in g  down a s s e t s .
The r e s u l t s  o f  th e  survey  rev ea led  th a t  o f  117 r e p l i e s ,  32 
opposed th e  a s s e t  w ritedow ns, and 85 favored  th e  p o lic y ;  a ls o ,  th e  
method used in  w r it in g  down a s s e ts  favored  by most acco u n tan ts  was
^ Q o m o ittee  on Accounting P rocedure : American I n s t i t u t e  o f  
A ccoun tan ts, Accounting Raaearch B u lle t in  No. 5: D ep rec ia tio n  on
A p p rec ia tio n  (New lo rk :  American I n s t i t u t e  o f A ccountan ts, A p r i l ,  
1940), 45.
^ R .  D. Haun, ” Two P resent-D ay Problems o f G eneral F in a n c ia l  
A ccoun ting ,” The Accounting Review. V III ( June, 1933), 117.
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th e  Net Sound Value b a s is  In  s h o r t ,  i t  i s  apparen t from th e  
r e s u l t s  o f t h i s  survey th a t  th e re  were a g re a t  number o f acco u n tan ts  
in  fav o r o f w r it in g  down a s s e ts  and in  fa v o r  o f u sing  rep lacem ent 
c o s t as a b a s is  fo r  doing so .
However, th e re  were some acco u n tan ts  who d id  no t want to  
recogn ize  replacem ent c o s ts ,  even when th e r e  was a s ig n i f ic a n t  gap 
between replacem ent co s t and h i s t o r i c a l  c o s t .  The A ccounting Review 
e d i to r ia l iz e d  in  1933 a g a in s t th e  use o f replacem ent c o s t .  The 
e d i to r  sa id  th e  c o s t o f replacem ent had l i t t l e  s ig n if ic a n c e  because 
o f th e  abnormal c o n d itio n s  e x is t in g  du ring  th e  d e p re ss io n ; b e s id e s , 
he ex p la in ed , th e  average complex p la n t  w i l l  never be reproduced in  
th e  form in  which i t  now e x is t s .  Hence, th e  e d i t o r i a l  argued , i t  i s  
b e s t  to  s ta y  w ith  h i s t o r i c a l  c o s t fo r  th e  p re s e n t .32
N ev erth e le ss , w ith  th e  o n se t o f  in c re a s in g  p r ic e s  a f t e r  th e  
low p o in t o f th e  d e p re ss io n  had p assed , rep lacem ent c o s t again  
re c e iv e d  fa v o ra b le  a t t e n t io n .  An a u th o r w ritin g  in  1936 sa id  th a t  i f  
h ig h e r replacem ent c o s ts  a re  no t reco g n ized , th e  ex cessiv e  ea rn in g s  
based on h i s t o r i c a l  c o s t f ig u re s  may cause m isconcep tions to  a r i s e  
reg a rd in g  th e  causes o f  such p r o f i t s . 33 This i s ,  indeed , a f a c to r
^ R e s e a rc h  and S e rv ice  D epartm ent: N ationa l A sso c ia tio n  o f 
Cost A ccountan ts, "R eport on a  Survey o f th e  R evaluation  o f  P la n t 
A s s e ts ,"  N.A.C.A. B u l le t in . XIV, S ec . I  (Karch 15, 1933), 1039.
^^"S uggestions fo r  W ritedow ns," The Accounting Review. V III 
(March, 1933), 81 .
^V ern o n  A. Mund, " F in a n c ia l  Adjustment in  Law o f C o st,"  The 
American Economic Review. XXVI (March, 1936), 79.
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w orth c o n s id e r in g ; however, few a u th o rs  explored  i t s  many 
ra m if ic a t io n s  a t  t h i s  tim e .
P u b lic  u t i l i t y  r a t e s  a g a in . The p u b lic  u t i l i t y  r a t e  making 
problem s were a l l e v ia te d  somewhat du ring  th e  d ep re ss io n  decade by th e  
Supreme C ourt. In  th e  Los Angeles Gas and E le c t r ic  c a s e ^  in  1933, 
and in  th e  P a c if ic  Gas and E le c t r ic  case35 in  1938, th e  Court 
accep ted  r a t e  base v a lu a tio n s  which used o r ig in a l  c o s t in s te a d  of 
rep ro d u c tio n  c o s t .  Thus, th e  Court in  th e s e  d e c is io n s  in d ic a te d  th a t  
h i s t o r i c a l  c o s t could  be used a s  a r a t e  base  f o r  p u b lic  u t i l i t i e s .
The rum blings o f th e  second World War h e ra ld ed  th e  demise o f 
th e  g re a t  d e p re ss io n  in  th e  U nited S ta te s :  in c re a se d  demand fo r  
w artim e su p p lie s  p rov ided  a s tim u lu s  to  th e  economy which enabled i t  
to  emerge from th e  d e p re ss io n  decade to  an e ra  o f  booming economic 
a c t i v i t y .
O f f ic ia l  A ccounting Pronouncements
A ccounting R esearch B u l le t in  No. £ .  During t h i s  p e riod  o f 
expansion , th e  American I n s t i t u t e  o f C e r t i f ie d  P u b lic  A ccountants 
( a t  t h a t  tim e c a l le d  th e  American I n s t i t u t e  o f A ccountants) is su e d , 
somewhat b e la te d ly ,  a  pronouncement d e a lin g  w ith  th e  c a lc u la t io n  o f
■^Los A ngeles Gas & E le c t r i c  C orporation  v . R a ilro ad  
Commission o f  C a li f o rn ia . ~289 U .S. 287. ~
■^ R a ilr o a d  Commission o f  C a lifo rn ia  v .  P a c if ic  Gas §t E le c t r ic  
Company. 302 U .S . 388.
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d e p re c ia tio n  on a p p re c ia te d  a s s e t  v a lu e s .36 The p u b lic a tio n  o f  t h i s  
b u l l e t i n  d id  n o t in d ic a te  an accep tance  o f  replacem ent c o s t by t h i s  
le a d in g  accoun ting  body; in s te a d ,  th e  b u l l e t in  in s t ru c te d  accoun tan ts  
to  c a lc u la te  th e  annual d e p re c ia tio n  charge on th e  b a s is  o f h i s to r i c  
c a l  c o s t .  That i s ,  on ly  th e  h i s t o r i c a l  c o s t o f th e  a s s e t  could be 
charged a g a in s t  th e  revenue fo r  each accoun ting  p e rio d ; and i f  added 
d e p re c ia tio n  charges a re  made because o f  a p p ra is a l  v a lu es  above c o s t ,  
th e  a d d it io n a l  expense i s  charged to  a p p ra is a l  su rp lu s .
A ccounting Research B u lle t in  No. 33 . A few y e a rs  a f t e r  th e  
r e le a s e  o f t h i s  b u l l e t in  on c a lc u la t in g  d e p re c ia tio n  ch arg es , t h i s  
same accoun ting  o rg a n iz a tio n  a ttem pted  to  so lv e  th e  replacem ent c o s t 
problem  by is s u in g  an o th e r p roclam ation—A ccounting Research B u lle t in  
No. 33 : D e p rec ia tio n  and High C o sts . In  t h i s  b u l l e t in  th e  I n s t i t u t e
sa id  i t  i s  th e  ta s k  o f  management to  p ro v id e  f o r  th e  rep lacem ent o f  
a s s e t s  whose c o s t i s  h ig h e r  th an  th e  h i s t o r i c a l  c o s t by c re a tin g  
earned  su rp lu s  r e s e rv e s ,  n o t by in c re a s in g  d e p re c ia tio n  charges 
a g a in s t  revenue. M oreover, th e  I n s t i t u t e  took a  very  s tro n g  stand  
a g a in s t  th e  re c o g n itio n  by any b u s in e ss  o f  changes in  p r ic e  l e v e l s ,
^C om m ittee  on A ccounting P rocedu re : American I n s t i t u t e  o f  
A ccoun tan ts , A ccounting R esearch R ullartin  No. j>: D ep rec ia tio n  on
A p p rec ia tio n  (New York: American I n s t i t u t e  o f  A ccountants, A p r il ,moy:
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a t  l e a s t  • . u n t i l  a s ta b le  p r ic e  le v e l  would make I t  p r a c t ic a b le  
f o r  b u s in ess  a s  a  whole to  make th e  change a t  th e  same t i m e . "37
Thus, th e  I n s t i t u t e  spoke ou t s tro n g ly  Tor th e  use  o f 
h i s t o r i c a l  c o s t and a t  th e  same tim e allow ed i t s e l f  th e  o p tio n  o f  
u sing  Borne o th e r  c o s t te c h n iq u e , such as replacem ent c o s t ,  i f  
c o n d itio n s  ever re q u ire  a d i f f e r e n t  method.
S p e c ia l s tu d y . In  a d d it io n  to  i t s  o f f i c i a l  Accounting 
Research B u l le t in s ,  th e  American I n s t i t u t e  in  1947 a lso  helped  to  
sponsor a  s tudy  o f b u s in e ss  income. From in fo rm a tio n  ga thered  in  
t h i s  s tu d y , th e  I n s t i t u t e  de term ined  th a t  c e r ta in  b e n e f i ts  would 
come from  p rep a rin g  s ta tem en ts  on th e  b a s is  o f  a s ta b le  m onetary 
u n i t ;  n e v e r th e le s s ,  th e  r e p o r t  summarizing th e  outcome o f t h i s  study  
concluded th a t  h i s t o r i c a l  c o s t i s  s t i l l  th e  b e s t  way f o r  co n tin u in g  
to  p rep a re  s ta te m e n ts .38
American Accounting A sso c ia tio n  D e c la ra tio n . In  c o n tra s t  to  
th e s e  u n p ro g ress iv e  p roc lam ations o f  th e  American I n s t i t u t e  i s  th e  
v igo rous s ta tem en t is su e d  by th e  American A ccounting A sso c ia tio n  in  
1951. T his sta tem en t argued q u i te  co n v in c in g ly  t h a t  s ta tem en ts
37-"Com m ittee on A ccounting P rocedure t American I n s t i t u t e  o f  
A ccoun tan ts , A ccounting R esearch R u lla t in  No. 33 i D e p rec ia tio n  and 
High C osts (New York: American I n s t i t u t e  o f  A ccountan ts, December,
1947)7238.
38v . W. S c u lly , “Problems A ris in g  from th e  D ecline  in  th e  
Purchasing  Power o f  th e  D o lla r ,"  Canadian C harte red  A ccountant. LXI 
(November, 1952), 182.
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r e f l e c t in g  p r ic e  le v e l  changes should be appended to  th e se  s ta tem en ts  
p repared  on a p u re ly  h i s t o r i c a l  co s t b a s is ;  and, fu rth e rm o re , th a t  
th e  tim e has come f o r  th e se  s ta tem en ts  to  be g iven  a thorough t e s t  
in  p r a c t i c e .39 U n fo rtu n a te ly , t h i s  su g g estio n  f o r  an immediate 
t r i a l  o f  c u rre n t value s ta te m e n ts  was never implemented; however, 
t h i s  s ta tem en t d id  p rov ide  th e  foundation  fo r  much f r u i t f u l  d e b a te .
A ccounting R esearch Study No. A nother im portan t accoun ting  
stu d y  which was pub lish ed  in  th e  e a r ly  1960*6 o f f e r s ,  c o n tra ry  to  th e  
o th e r  o f f i c i a l  accoun ting  r e le a s e s  o f th e  I n s t i t u t e ,  many s tro n g  
argum ents in  fa v o r o f u s in g  rep lacem ent c o s t .  Although t h i s  study  
does n o t have th e  b in d in g  fo rc e  on acco u n tan ts  t h a t  th e  A ccounting 
R esearch B u l le t in s  have, i t  has s tim u la te d  a  g re a t  d e a l  o f  w orthw hile 
d isc u ss io n  on th e  p o s s ib i l i t y  o f  u sing  rep lacem ent c o s t ,  p a r t i c u l a r ly  
in  th e  realm  o f  in v en to ry  costs.AO
I I I .  SOME OBSERVATIONS
Now th a t  a  sam pling o f  ep iso d es in  th e  growth o f  th e  re p la c e ­
ment co s t concept has been observed , i t  i s  p o s s ib le  to  make two 
g e n e ra l o b se rv a tio n s .
39American Accounting A sso c ia tio n , A ccounting and R eporting  
S tan d ard s f o r  C orporate  F in a n c ia l  S ta tem en ts and P reced ing  S ta tem en ts  
and Supplem ents (1957 r e v is io n :  M adison: American Accounting 
A sso c ia tio n , 1957), 28.
^ R o b e r t  T. Sprouse, and M aurice M oonitz, A T e n ta tiv e  S e t o f 
Broad A ccounting P r in c ip le s  f o r  B usiness B a te rp r is e a  (New York: 
American I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccoun tan ts, 1962), 22-36 .
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F ir s t ,  i t  seems th a t  accountants in  th ree  of the  countries 
discussed—Germany, France, and America—are w illin g  to  abandon 
h is to r ic a l  cost whenever th e re  iB a v io len t change in  the price  
le v e l . This i s  v e rif ied  by the  rush to  replacement cost by 
accountants in Germany and France during th e ir  confrontation with an 
extreme form of in f la t io n ; and, to  a le s s e r  ex ten t, i t  i s  substan­
t ia te d  by the recu rring  p ra ise  replacement cost receives in  th is  
country whenever the cost to replace an asse t i s  m a te ria lly  d if fe re n t 
from i t s  h is to r ic a l  co s t.
However, th i s  does not mean th a t a l l  accountants welcomed the 
use of replacement cost with open arms. In Ehgland a l l  the  leading 
accounting organizations have, u n t i l  recen tly , re lig io u s ly  adhered to  
the  use of h is to r ic a l  co s t.
Second, th e  replacement cost concept has been in  existence 
fo r  a long time and should be ca re fu lly  reviewed in  order to  determine 
whether i t  can be f ru i t f u l ly  applied to  curren t problems.
To help in  making such a review, several basic  accounting 
ideas are  presented in  th e  next chapter of th is  study so th a t  the 
underlying th e o re tic a l foundation of replacement cost can be subjected 
to  ca re fu l sc ru tin y .
CHAPTER I I I
ACCOUNTING CONCEPTS RELEVANT TO REPLACEMENT COST 
I .  THE PERTINENT CONCEPTS
Having com pleted a review  o f rep lacem ent c o s t h i s to r y ,  t h i s  
study  now probes some o f th e  accoun ting  concepts germane to  th e  
d is c u s s io n  o f rep lacem ent c o s t .  In  t h i s  c h ap te r a concise  a n a ly s is  
o f  th e  re le v a n t  concep ts— c o s t ,  o b je c t iv i ty ,  d e p re c ia tio n , m atching, 
p r o f i t ,  going concern , ba lance  s h e e t ,  conserva tism , and m a te r ia l i ty — 
i s  prov ided  in  o rd e r  to  p rov ide  a  concep tua l framework th a t  can be 
used to  analyze  r ig o ro u s ly  th e  rep lacem ent co s t concept in  one o f  
th e  fo llo w in g  s e c t io n s  o f  t h i s  s tu d y .
Cost
A r u le  t h a t  has been rev e red  by acco u n tan ts  ever s in c e  th e  
e a r ly  days o f  bookkeeping i s  th a t  a l l  a s s e ts  should be recorded  in  
th e  re c o rd s  a t  t h e i r  c o s t—th a t  i s ,  th e  amount o f cash o u tla y  
n e ce ssa ry  to  a c q u ire  th e  in v e n to ry , th e  la n d , o r  th e  equipm ent.^  In  
fo llo w in g  t h i s  r u l e ,  acco u n tan ts  a re  r e ly in g  on both t r a d i t i o n  and, 
even more im p o rtan t, on a group o f  lo g ic a l  assum ptions.
For example, th e  acco u n tan t i s  concerned w ith  m easuring both 
th e  in c re a s e s  and d e c rea se s  in  th e  e q u ity  o f th e  b u s in ess  a s  w e ll as
1Rufus Wixon ( e d . ) ,  A ccountants Handbook ( fo u r th  e d it io n ;
New York: Ronald P re ss  Company, 1957)» 1*16.
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th e  form which th e se  in c re a s e s  o r  d im inu tions ta k e j th e r e fo re ,  i t  i s  
n ecessa ry  fo r  him to  use some tech n iq u e  f o r  m easuring th e  changes in  
th e  value o f th e  business*  Normally he u ses  purchase p r ic e  to  
measure th e  v a lu e  o f a s s e ts  purchased; th e  purchase p r ic e ,  o r  acq u i­
s i t io n  c o s t ,  m easures th e  v a lue  o f  th e  o b je c t bought because a t  th e  
tim e th a t  th e  t r a n s a c t io n  ta k e s  p lac e  th e se  two (c o s t  and value) 
g e n e ra lly  a re  synonymous.
M oreover, th e  o u tla y  co s t p rov ides th e  accoun tan t w ith a 
d e f in i t e ly  de te rm inab le  event t h a t  can be posted  to  h is  acco u n ts . 
Hence, th e  co s t o f  pu rchasing  th e  a s s e t  n o t only m easures th e  value  
o f th e  s e rv ic e  o r  a s s e t  a c q u ire d , bu t i t  a lso  p ro v id es th e  accoun tan t 
w ith  a  c o n cre te  re c o rd a b le  e v e n t.
Value o r  c o s t . I f  o u tla y  co s t m easures v a lu e , one may ask  why 
acc o u n ta n ts  o c c a s io n a lly  u se  m arket va lue  on th e  ba lance  sh e e t . Why 
do th ey  abandon h i s t o r i c a l  c o st?
The answer i s  q u i te  s im p le : va lue  and co st a re  g e n e ra lly
id e n t i c a l  on th e  d a te  o f a c q u is i t io n ,  bu t a t  a l a t e r  d a te  th ey  may 
be com pletely  d i f f e r e n t .^  A ccord ing ly , acco u n tan ts  o f te n  d isp la y  
in v en to ry  on th e  ba lance  sh e e t a t  a f ig u re  low er th an  i t s  c o s t;  and, 
f o r  th e  same re a so n , m arketab le  s e c u r i t i e s  may be p laced  on th e  
b a lan ce  sh e e t a t  t h e i r  p re se n t s e l l in g  p r ic e .
2James L. Dohr, "C ost and V a lu e ,"  The Jo u rn a l o f  Accountancy. 
LXXVTI (March, 1944), 194.
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Although t h i s  may be t r u e ,  i t  i s  argued by some acco u n tan ts  
t h a t  va lue  i s  much too  s u b je c t iv e  ever to  appear on th e  ba lance  
s h e e t , b u t on th e  o th e r  hand c o s t i s  an e s ta b l is h e d  f a c t . ^  F u rth e r­
more, th e se  acco u n tan ts  contend , th e  va lue  (m arket va lue) o f any 
a s s e t  i s  c o n s ta n tly  changing; in  f a c t ,  th e  value  p laced  on th e  
ba lan ce  sh e e t today no t on ly  may be d i f f e r e n t  tomorrow, i t  a lso  may 
have been d i f f e r e n t  y e s te rd a y . Thus, i t  i s  concluded th a t  c o s t ,  even 
though no t r e f l e c t in g  th e  c u rre n t va lue  o f  an a s s e t ,  should  be used 
because th e  p re se n t day va lue  i s  in  a c o n s ta n t s t a t e  o f f lu x .
S t i l l  an o th e r de fen se  o f c o s t n o te s  th a t  h i s t o r i c a l  c o s ts  a re  
e a s ie r  to  work w ith  th an  a more c u rre n t v a lu e . For in s ta n c e , i t  i s  
much l e s s  ex ac tin g  fo r  an a u d ito r  to  v e r i fy  th e  p la n t  account ba lance  
when h i s t o r i c a l  c o s t in s te a d  o f some u p - to -d a te  va lue  i s  used : to
v e r i f y  th e  h i s t o r i c a l  c o s t b a la n ce , th e  a u d ito r  has on ly  to  examine 
in v o ic e s  and vouchers t h a t  sup p o rt th e  e n t r i e s  to  th e  accoun t; 
w hereas th e  d e te rm in a tio n  o f c u rre n t  v a lu e  would fo rc e  th e  a u d ito r  
n o t on ly  to  seek  ad v ice  from a p p ra is e r s ,  bu t a ls o  to  p e ru se  re c e n t 
p r ic e  q u o ta tio n s  f o r  th e  l a t e s t  p r ic e s .^
In  summary, co s t may be d e sc rib e d  a s  th e  s a c r i f i c e  made by a 
b u s in e ss  e n te r p r is e  to  a c q u ire  some a s s e t  o r  s e rv ic e ;  th e  amount o f  
th e  s a c r i f i c e  i s  measured by th e  purchase  p r ic e  o f  th e  o b je c t  bough t.
^A. C. L i t t l e t o n ,  "Value and P r ic e  in  A ccoun ting ,"  The 
Accounting Review. IV (Septem ber, 1929), 150.
4
A. C. L i t t l e to n ,  "Value o r  C o s t,"  The A ccounting Review.
X (Septem ber, 1935), 272.
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A d d itio n a lly , th e  c o s t and v a lu e  o f th e  item  purchased  a re  th e  same 
when th e  a s s e t  o r  s e rv ic e  i s  o r ig in a l ly  o b ta in e d ; b u t because th ey  
a re  u s u a lly  d is s im i la r  a t  a l a t e r  d a te ,  a cco u n tan ts  f re q u e n tly  show 
c u rre n t m arket v a lu es  on th e  ba lance  s h e e t .
O b je c tiv ity
Some o f th e  reaso n in g  advanced in  support o f u s in g  co s t r a th e r  
th an  value u n d ersco res  th e  c e r t i tu d e  o f  co s t a s  opposed to  th e  
r e l a t i v e  u n c e r ta in ty  o f v a lu e . The su p p o r te rs  o f  h i s t o r i c a l  co s t 
emphasize t h a t  th e  elem ent making c o s t more c e r ta in  a s  a  measure o f 
v a lu e  i s  i t s  “o b je c t iv i ty ."
This term , as used h e re , r e f e r s  to  th e  ex p ress io n  o f  f a c t s  
w ithou t any d i s to r t i n g  in f lu e n c e  from p e rso n a l b i a s .  This i s  in  
o p p o s itio n  to  s u b je c t iv i ty  which im p lie s  th a t  p e rso n a l o p in io n  p lay s  
a m ajor r o le  in  th e  d e c i s io n .5 More s p e c i f i c a l l y ,  an accoun ting  
tr a n s a c t io n  p ro v id es  o b je c tiv e  evidence because th e  acco u n tan t who 
re c o rd s  th e  s a le  o r  purchase  does no t u se  h i s  p e rso n a l judgment to  
de te rm ine  th e  q u a n ti ty  e n te red  in  h is  le d g e r :  he u se s  th e  document
su p p o rtin g  th e  t r a n s a c t io n  as a b a s is  f o r  th e  t o t a l  reco rded  in  th e  
f in a n c ia l  re c o rd s .
L ikew ise, th e  term s and th e  d o l la r  amount o f  th e  t r a n s a c t io n  
a re  g e n e ra l ly  e s ta b l is h e d  by n e g o tia t io n s  which a re  evidenced by an 
in v o ic e , a  check, o r  s im ila r  su p p o rtin g  re c o rd s .  These docum ents,
A. P a ton , and A. C. L i t t l e t o n ,  An In tro d u c tio n  to  C orporate  
Accounting S tandards (Ann A rbor: American Accounting A sso c ia tio n , 
I9 6 0 ) , 19 .
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a long  w ith  m arket d a ta ,  a ls o  p rov ide  in fo rm a tio n  th a t  makes th e  
t r a n s a c t io n  an o b je c tiv e  and unambiguous e v e n t .6
F l e x i b i l i t y . Although u se fu l  and p r a c t i c a l ,  th e  concept o f 
o b je c t iv i ty  cannot be a p p lie d  in f le x ib ly  to  every  d e c is io n  an account­
a n t must make; on th e  c o n tra ry , i t  must be j u d ic i a l ly  t a i l o r e d  to  
each new s i tu a t io n .  For in s ta n c e , th e  a c tu a l  c o s t o f an a s s e t  
acq u ired  in  a t r a d e  cannot be a s c e r ta in e d  a s  c o n c lu s iv e ly  as th e  co st 
o f an a s s e t  purchased f o r  cash , nor can th e  accoun tan t r e ly  on 
"com plete ly*1 o b je c tiv e  evidence to  p rov ide  th e  p roper procedure  fo r  
d e te rm in in g  c o s t o f goods s o ld .
In  th e  realm  o f d e p re c ia tio n  accoun ting  th e  p r a c t i t io n e r  
removes h im se lf even f u r th e r  from th e  r e s t r a i n t s  imposed by o b je c tiv e  
ev id en ce . He can use  any one o f  a  number o f methods f o r  c a lc u la t in g  
d e p re c ia tio n — some o f them may cause d e p re c ia tio n  expense to  be very  
h igh  th e  f i r s t  few y e a rs  an a s s e t  i s  o p e ra te d , o th e rs  may cause 
d e p re c ia tio n  expense to  f lu c tu a te  w ith  th e  u t i l i z a t i o n  o f  th e  a s s e t ,  
and s t i l l  an o th e r may cause d e p re c ia tio n  expense to  be r e l a t i v e ly  
s ta b le  th roughou t th e  u s e fu l  l i f e  o f th e  a s s e t .  R egard less o f th e  
d e p re c ia tio n  procedure  he chooses, th e  acco u n tan t w i l l  f in d  l i t t l e  
o b je c tiv e  evidence to  s u b s ta n t ia te  h is  cho ice  o f  method.
^American A ccounting A s so c ia tio n , Accounting and R eporting  
S tandards f o r  C orporate  F in a n c ia l  S ta tem en ts  and P reced ing  S ta tem en ts 
and Supplem ents (1957 r e v is io n t  K adison: American A ccounting 
A sso c ia tio n , 1957), 3 .
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F urtherm ore, o th e r  c o n s id e ra tio n s  (such as conserva tism  and th e  
p ro p er m atching o f  revenue and expense) sometimes ta k e  precedence 
over th e  s t r i c t  r e l ia n c e  on o b je c tiv e  ev idence , and i t  becomes 
n e ce ssa ry  to  ta k e  a more a d ap tab le  approach to  th e  use  o f  o b je c tiv ­
i t y .  As one a u th o r has pu t i t ,  any d a ta  which a re  considered  u se fu l 
to  acco u n tan ts  a re  considered  o b je c tiv e  i f  th ey  a re  s u b s ta n t ia te d  o r 
a re  capab le  o f  being  s u b s ta n t ia te d  by an independent p a r t y .7 The form 
o f  th e s e  d a ta  may vary  from canceled  checks and s u p p l ie r s 1 in v o ic e s  
to  e s tim a te s  based  on s t a t i s t i c a l  tech n iq u es  and m athem atical 
fo rm u las .
O b je c t iv i ty ,  th en , u s u a lly  means th e  absence o f  p e rso n a l 
Judgment; however, th e  s t r e s s  o f  app ly ing  accoun ting  s tan d ard s  to  a 
dynamic b u s in e ss  environm ent may compel th e  accoun tan t to  a llow , 
perhaps r e lu c ta n t ly  a t  tim e s , a modicum o f su b je c tiv e  judgment to  
creep  in to  h i s  o b je c tiv e  ev idence .
D ep rec ia tio n
Although d e p re c ia tio n  has a lre a d y  been m entioned in  th e  d is ­
cu ssio n  o f  o b je c t iv i ty ,  no e f f o r t  was made to  g ive  a  d e f in i t io n  o r 
d e s c r ip t io n  o f  th e  term . C onsequently , t h i s  se c tio n  p re s e n ts  a 
s h o r t  rev iew  o f some im portan t a sp e c ts  o f  d e p re c ia tio n , such a s  i t s  
n a tu re  and i t s  pu rpose .
^Harold S . A rn e tt ,  “What Does t J b je c t iv i ty 1 Mean to  Account­
a n ts ? "  The Jo u rn a l o f  Accountancy. CXI (May, 1961), 68.
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N ature o f  D e p rec ia tio n . In  e ssen ce , d e p re c ia tio n  i s  a p ro cess  
o f  d i s t r ib u t in g  th e  c o s t o f an a s s e t  over i t s  e s tim a ted  u s e fu l  l i f e ;  
i t  i s  a  p ro cess  o f a l lo c a t io n ,  n o t o f v a lu a tio n . 8 This ex p lan a tio n  
i s  c o n tra ry —and r ig h t ly  so—to  th e  w idely  held  n o tio n  th a t  
d e p re c ia tio n  m easures on ly  th e  p h y s ic a l d e te r io r a t io n  o f  an a s s e t .
In  a d d it io n  to  c o n sid erin g  th e  p h y s ic a l d e c lin e  o f  th e  a s s e t ,  
th e  accoun tan t a ls o  co n sid e rs  an o th e r im portan t f a c to r ;  namely, th e  
economic fo rc e  o f  o b so lescence . This in g re d ie n t  may cause an a s s e t  
to  reach  th e  l im i t  o f i t s  u se fu ln e ss  to  th e  firm  b e fo re  any se r io u s  
p h y s ic a l wear h as  o ccu rred . I f  under th e se  c ircum stances an account­
an t were to  c a lc u la te  d e p re c ia tio n  on th e  b a s is  o f  p h y s ic a l u sage , he 
would f in d  th a t  o p e ra tio n s  were n o t being  charged w ith  th e  f u l l  co s t 
o f  u sin g  t h i s  p a r t i c u l a r  a s s e t ;  and, a s a r e s u l t ,  annual n e t  income 
would be o v e rs ta te d  u n t i l  th e  y e a r  in  which th e  a s s e t  was scrapped .
Added emphasis i s  g iven  to  t h i s  d i s t in c t io n  between p h y s ic a l 
wear and c o s t a l lo c a t io n  by th e  accoun ting  p ra c t ic e  o f c o n s is te n t ly  
app ly ing  d e p re c ia tio n  to  th e  investm ent in  th e  a s s e t  r a th e r  th an  to  
th e  a s s e t  i t s e l f . ^  Such emphasis h ig h lig h ts  d ra m a tic a lly  th e  
d ivergence  between th e  a l lo c a t io n  o f  c o s t and th e  m echanical 
d e te r io r a t io n  o f  th e  a s s e t .
g
Committee on Term inology, American I n s t i t u t e  o f C e r t i f ie d  
P u b lic  A ccountan ts, A ccounting Tewninnln^y B u l le t in s : Review and 
Resume (New York: American I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccountan ts, 
1953), 25 .
% .  A. F inney  and H erbert £ . K i l l e r ,  P r in c ip le s  o f A ccounting 1 
In te rm e d ia te  ( f i f t h  e d it io n ;  Englewood C l i f f a t  P re n t ic e -H a l l ,  I n c . ,  
I9 6 0 ) , 355*
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Source o f fu n d s . Another m isconception  h e ld  by many in v e s to r s ,  
and even some a c c o u n ta n ts , i s  th a t  th e  accum ulated d e p re c ia tio n  
account i s  some s o r t  o f  fund th a t  w i l l  be used to  re p la c e  th e  a s s e t  
when i t  i s  f u l ly  d e p r e c i a t e d .^  O bviously , t h i s  in te r p r e ta t io n  of 
th e  accum ulated d e p re c ia tio n  i s  in c o r re c t  and m is le ad in g . Indeed, 
as  one a u th o r has s a id ,  d e p re c ia tio n  p ro v id es  n o th in g ; i t  i s  on ly  a 
method o f  s y s te m a tic a lly  acc ru in g  one o f th e  c o s ts  o f  p ro d u c tio n .^ "  
Hence th e  d e p re c ia tio n  charge i t s e l f  i s  t o t a l l y  d ivo rced  from th e  
accum ulation  o f  funds f o r  th e  e v en tu a l replacem ent o f an a s s e t .
A ctual d e p re c ia tio n  c o s t . I f  d e p re c ia tio n  i s  com plete ly  
u n re la te d  to  th e  rep lacem ent o f an a s s e t ,  th o se  u n in i t i a te d  in  th e  
m y s te r ie s  o f accoun ting  may p la u s ib ly  ask why th e  use  o f replacem ent 
c o s t i s  sometimes o ffe re d  as a  method o f  c a lc u la t in g  d e p re c ia t io n .
In  o rd e r  to  answer t h i s  q u es tio n  i t  i s  n ecessa ry  to  look a t  th e  
n a tu re  o f th e  d e p re c ia tio n  charge i t s e l f .
As a lre a d y  s t a te d ,  d e p re c ia tio n  i s  an a l lo c a t io n  o f c o s t .
But when th e  p r ic e  le v e l  has changed o r  when th e  c o s t o f  a p a r t i c u la r  
a s s e t  has changed s u b s ta n t ia l ly ,  many acco u n tan ts  q u es tio n  th e  
e x c lu s iv e  u se  o f h i s t o r i c a l  c o s t  a s  a  b a s is  fo r  c a lc u la t in g  th e  
d e p re c ia t io n  ch arg e . They m ain ta in  t h a t  o th e r  c o s ts ,  such a s  
s a l a r i e s  and wages, a re  rep o rte d  a t  th e  c u rre n t p r ic e  le v e l  o r  th e
l^ P a to n , and t i t t l e t o n ,  ojj. c i t . ,  88.
A. P a ton , "What I s  A c tua l Cost in  D ep rec ia tio n  
A ccounting?" The Jo u rn a l o f  Accountancy. XXCV (March, 1948), 6 .
p re se n t m arket p r ic e ;  b u t d e p re c ia tio n  i s  based on a c o s t in cu rred  
in  some p a s t  y e a r when c o s ts  were n o t comparable to  th e  p re se n t day 
costs*
T h ere fo re , th e s e  acco u n tan ts  a rg u e , i t  i s  n ecessa ry  to  
c a lc u la te  th e  d e p re c ia tio n  charge on some c u rre n t c o s t b a s is  in  o rd e r
to  p re s e n t a d e p re c ia tio n  expense th a t  i s  comparable to  th e  o th e r
12expenses re p o r te d  in  th e  income s ta te m e n t. A procedure  t h a t  w i l l  
p rov ide  such an u p - to -d a te  charge i s  one th a t  u ses rep lacem ent co st 
in s te a d  o f h i s t o r i c a l  co s t in  th e  com putation o f  th e  annual 
d e p re c ia tio n  expanse. I t  i s  in  t h i s  co n tex t o f  c u rre n t co s t v e rsu s 
o u td a ted  h i s t o r i c a l  c o s t t h a t  rep lacem ent c o s t i s  used in  d isc u ss io n s  
o f  d e p re c ia t io n , n o t in  r e l a t i o n  to  th e  rep lacem ent o f  th e  p h y s ic a l 
a s s e t  i t s e l f .
M oreover, one a u th o r  re a so n s , th o se  who suppo rt replacem ent 
c o s t  d e p re c ia t io n  a re  p robab ly  defend ing  th e  use  o f  a c tu a l  c o s t in  
d e p re c ia t io n  c a lc u la t io n s  more e f f e c t iv e ly  th an  th o se  who i n s i s t  on 
u s in g  a c tu a l  ( h i s t o r i c a l )  c o s t . ^  Or, in  o th e r  words, a c tu a l  co st 
i s  a  c u rre n t c o s t and no t a  c o s t th a t  i s  s e v e ra l  y ea rs  o r  maybe 
even s e v e ra l  decades o ld .
uM atching
W hether th e se  acco u n tan ts  a re  defend ing  a c tu a l  c o s t  e f f e c t iv e ly  
o r  n o t ,  th ey  a re  invo lved  in  an argument t h a t  touches upon an o th e r 
u n d e rly in g  concept used in  accoun ting—th e  p ro cess  o f  m atching .
T his p ro cess  i s  concerned w ith re p o r t in g  a l l  th e  expenses 
in c u rre d  in  a  p a r t i c u l a r  p e rio d  th a t  app ly  to  th e  revenue earned in  
th e  same p e r i o d . ^  For example, a l l  s a la ry  expense fo r  th e  month 
o f  June i s  a p p lie d  to  th e  revenue earned in  June , a l l  r e n t  expense 
f o r  June i s  charged a g a in s t  th e  June revenue, and th e  d e p re c ia tio n  
expense f o r  June i s  deducted  from th e  June revenue in  a r r iv in g  a t  
n e t  income fo r  th e  month.
I t  i s  r e l a t i v e ly  easy  to  a ss ig n  c o s ts  such as s a la ry  and re n t  
to  a  p a r t i c u l a r  accoun ting  p e r io d ; however, d e p re c ia tio n  expense and 
c e r ta in  o th e r  expenses, l ik e  a m o rtiz a tio n  o f  goodw ill, f o r  example, 
a re  n o t so d e f in i t e ly  r e la te d  to  th e  revenue f o r  a s p e c i f ic  account­
ing  p e r io d . Indeed, th e  amount o f  th e se  c o s ts  fo r  each p e rio d  i s  
dependent upon th e  judgment and in te r p r e ta t io n  o f  th e  a cc o u n ta n t,
r a th e r  th an  upon a d e f in i t e ly  d e te rm in ab le  amount o f  o u tla y  per
ISp e r io d .
A nother a sp e c t o f  th e  m atching p ro cess  r e l a t e s  to  in v en to ry  
c o s ts .  A ll  o f  th e  c o s ts  a s s ig n a b le  to  th e  in v en to ry  produced by a
^ W ilb e r t  E. K arrenbrock, and H arry  Simons, In te rm e d ia te  
A ccounting ( t h i r d  e d i t io n ;  Chicago: South-W estern P u b lish in g  Company, 
1958), 6 .
■^Paton, and L i t t l e t o n ,  0£ .  c i t . ,  69.
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f irm  a re  c o lle c te d  and a tta c h e d  to g e th e r  so t h a t  a  bundle o f c o s ts  
i s  a s so c ia te d  w ith  every  u n i t  o f  in v en to ry  produced. These co st 
bund les a re  matched w ith  th e  revenue d e riv e d  from th e  s a le  o f  each 
u n i t  produced; b u t u n t i l  th e  in v en to ry  i s  so ld , they  a re  he ld  in  
abeyance a s  c o s ts  aw aitin g  d isc h a rg e  a g a in s t  revenue.
In  b r i e f ,  th e  m atching p ro cess  a ttem p ts  to  m easure th e  
accomplishm ent o f  th e  b u s in e ss—n e t incom e~by c o r re c t ly  comparing 
th e  revenue earned w ith th e  c o s ts  in cu rred  in  producing t h i s  revenue. 
These c o s ts  matched w ith  th e  revenue a re  u s u a lly  h i s t o r i c a l  c o s ts ;  
however, in  some in s ta n c e s  th ey  may be h i s t o r i c a l  c o s t a d ju s te d  by 
a p r ic e  in d ex , o r  th ey  may even be replacem ent c o s t .
P r o f i t
R egard less o f  th e  c o s t method used , th e  n e t r e s u l t  o f  th e  
m atching p ro cess  i s  a f ig u re  c a l le d  n e t income o r  p r o f i t .  According 
to  some a c c o u n ta n ts , t h i s  r e s id u a l  f ig u re  i s  c a lc u la te d  by d educting  
a l l  expenses from th e  t o t a l  r e c e ip t s ;  and acco rd ing  to  o th e r  account­
a n ts ,  i t  i s  d e riv e d  by c a lc u la t in g  th e  d if fe re n c e  between revenue 
and expense a f t e r  a llow ances a re  made fo r  th e  p re s e rv a tio n  o f  th e  
p re se n t c a p i ta l  o f  th e  b u s in e ss ;  and s t i l l  o th e rs  (m ain ly  econom ists) 
m ain ta in  t h a t  p r o f i t  i s  measured by ta k in g  th e  d if fe re n c e  between th e  
v a lu e  o f th e  a s s e t s  possessed  a t  th e  beg inn ing  o f  th e  p e rio d  and 
th o se  owned a t  th e  end o f  th e  p e r io d , o f  course  a f t e r  making allow ance 
fo r  a d d i t io n a l  investm en t and d iv idend  paym ents.
D iffe re n ce  between r e c e ip t s  and e x p e n d itu re s . Support f o r  th e  
p o s i t io n  t h a t  p r o f i t  i s  m erely  th e  d if fe re n c e  between revenue and
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expense i s  prov ided  by th e  American I n s t i t u t e  o f  C e r t i f ie d  P ub lic  
A ccountants in  one o f  i t s  b u l l e t i n s .  However, t h i s  pronouncement does 
n o t in c lu d e  a l l  forms o f  ga in  in  m easuring revenue; i t  s t r e s s e s  th a t  
th e  revenue taken  in to  account must be r e a l iz e d — th a t  i s ,  no u n re a l­
ized  g a in s can be included  in  th e  t o t a l  revenue f ig u re  used to  
c a lc u la te  p r o f i t . ^  As a  r e s u l t ,  revenue i s  recognized  on ly  when 
cash o r  an a s s e t  r e a d i ly  c o n v e r t ib le  in to  cash i s  rece iv ed  o r  when 
th e  b u s in e ss  re c e iv e s  a c la im  to  cash . Expenses, o f co u rse , a re  
recogn ized  when th ey  a re  in c u r re d .
Although su b je c t to  many p o s s ib le  o b je c tio n s ,  such as th e  
absence o f  p r ic e  le v e l  c o n s id e ra tio n s  o r  changes in  th e  va lue  o f 
a s s e t s ,  t h i s  method does have one very  s tro n g  p o in t in  i t s  fav o r— 
i t s  s im p lic i ty .  I t  i s  r e l a t i v e ly  easy to  c a lc u la te  n e t income where 
t o t a l  revenue i s  ob ta in ed  by to ta l in g  th e  amount o f  s a le s :  no con­
s id e r a t io n  o f p u re ly  s u b je c t iv e  a p p ra is a ls  i s  n e c e ssa ry , no complex 
index  number ad ju stm en ts  need be made, and th e  accoun tan t does n o t 
have to  a s c e r ta in  th e  rep lacem ent v a lu es  fo r  th e  v a rio u s  a s s e ts  
owned by th e  b u s in e s s . Hence, i t  i s  n o t d i f f i c u l t  to  understand  th e  
wide accep tance  o f  t h i s  p r o f i t  concept ( r e a l iz e d  revenue minus 
in c u rre d  c o s t)  by p r a c t ic in g  a cc o u n ta n ts .
But i s  th e  accoun tan t supposed to  account on ly  fo r  d o l l a r s ,  o r  
i s  he supposed to  reco g n ize  o th e r  i n f l u e n t i a l  f a c to r s  b e a r in g  on th e
^C om m ittee  on A ccounting P rocedu re , American I n s t i t u t e  o f 
A ccoun tan ts , A ccounting R esearch B u l le t in  No. £ :  R eport o f  Committee 
°% 4llr " ^ n1f>gV ^ A m e r i c a n  I n s t i t u t e  o f  A ccountan ts, May,
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c a lc u la t io n  o f n e t  income? Some a u th o rs  m ain ta in  t h a t  th e  accoun tan t 
cannot account f o r  d o l la r s  a lo n e ; th ey  say th a t  he must a ls o  account 
f o r  th e  c a p i ta l  o f  th e  f irm , i . e . ,  n e t income must be computed in  
such a  manner t h a t  th e  c a p i ta l  o f  th e  b u s in ess  i s  m ain ta in ed .
M aintenance o f  c a p i t a l . Those in d iv id u a ls  fo llo w in g  t h i s  
l i n e  o f rea so n in g  argue th a t  no p r o f i t  can be rep o rte d  u n le s s  adequate 
p ro v is io n  i s  made f o r  th e  p re s e rv a tio n  o f  th e  e x is t in g  c a p i t a l .  That 
i s ,  d u rin g  a  p e rio d  o f  r i s i n g  p r ic e s  th e  d e p re c ia tio n  charge would be 
in c re a sed  o r a s p e c ia l  charge would be made a g a in s t  revenue in  o rd e r 
to  p rev en t th e  b u s in e ss  from paying d iv id en d s ou t o f  c a p i ta l—a common 
o ccu rrence  where p r ic e  in c re a s e s  cause a b u s in e ss  to  r e p o r t  f i c t i t i o u s  
p r o f i t s .
To put i t  an o th e r way, t r u e  n e t  income i s  determ ined  on ly  
a f t e r  enough a s s e t s  have been accum ulated from p r o f i ta b le  o p e ra tio n s  
to  re p la c e  th e  a s s e t s  consumed in  th e  y e a r f s p r o d u c t io n .^  I f  t h i s  
argument i s  extended f u r th e r  and a p p lied  to  m erchandise in v e n to ry , i t  
w i l l  r e q u ire  a  b u s in e ss  to  de te rm ine  s e l l in g  p r ic e s  on th e  b a s is  o f  
rep lacem ent co s t in  o rd e r  t h a t  th e  f irm  may re p la c e  th e  goods so ld  
w ith o u t consuming th e  p r o f i t  earned from t h e i r  s a l e .
A lthough th e  p re s e rv a tio n  o f  c a p i ta l  may cause a more s ig n i f ­
i c a n t  n e t income f ig u re  to  appear on th e  income s ta te m e n t, some
■ ^ F ritz  Schm idt, "The B asis  o f  D ep rec ia tio n  C harges,"  Harvard 
B usiness Review. V III (A p r i l ,  1930), 264*
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w r i te r s  p re fe r  a  more id e a l  d e f in i t io n  o f  income th a t  in c lu d e s  a l l  
in c re a s e s  in  w ealth*
In c re a se  in  w e a lth * I f  th e  va lue  o f  a s s e ts  owned by a b u sin ess  
a t  th e  beginning  o f  a  p e rio d  i s  su b tra c te d  from th e  value o f  a s s e ts  
h e ld  a t  th e  end o f  th e  p e rio d , due allow ance n a tu r a l ly  being  made 
fo r  added investm ent and d iv idend  d i s t r ib u t io n s ,  th e  n e t in c re a se  
re p re s e n ts  th e  income fo r  th e  p e rio d  o f  tim e under c o n s id e r a t io n .^
One a u th o r has suggested  th a t  acco u n tan ts  c a lc u la te  income in  t h i s  
manner; and, m oreover, he accuses acco u n tan ts  o f  com piling f a l s e  
in fo rm a tio n  by reco g n iz in g  o n ly  r e a l iz e d  income as rev en u e ."^  T his 
a l l e g a t io n  may, in d eed , have some m e rit i f  th e  purpose o f  th e  
acco u n tan t i s  to  reco rd  a l l  income a s  d e fin e d  by t h i s  a u th o r—a l l  
increm ents in  a s s e t  v a lu e s , r e a l iz e d  o r  u n re a liz e d .
However, i f  bo th  r e a l iz e d  and u n re a liz e d  g a in s a re  recognized  
in  c a lc u la t in g  n e t  income, th e  accoun tan t i s  faced  w ith a p e rp lex in g  
problem ; how to  de te rm ine  th e  beg inn ing  and ending a s s e t  v a lu e s . 
Should he use a p p r a is a ls ,  c u rre n t m arket v a lu es ( i f  a v a i la b le ) ,  index  
number ad ju s tm en ts , o r  th e  c o s t to  have th e  a s s e t  reproduced? Each 
method may g ive  a  d i f f e r e n t  a s s e t  v a lu e , and y e t  th e  accoun tan t must 
choose th e  b e s t  one . C onsequently , because o f th e se  p r a c t i c a l  
c o n s id e ra tio n s , p r a c t ic in g  acco u n tan ts  avo id  t h i s  p r o f i t  concep t.
■^W illard J .  Graham, "D efin ing  Incom e," The Jo u rn a l o f  
Accountancy. CX (A ugust, I9 6 0 ) , 30.
19Henry W. Sweeny, "Incom e," The A ccounting Review. V III 
(December, 1933), 335.
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Going Concern
A nother b a s ic  concept th a t  acco u n tan ts  r e ly  upon when p rep a rin g  
s ta te m e n ts  i s  th e  going concern concept* T his concept i s  based on th e  
p rem ise  t h a t  th e  b u s in e ss  e n te r p r is e  w i l l  co n tinue  o p e ra tin g  in d e f i ­
n i t e l y ,  even though i t  i s  recogn ized  th a t  b u s in e ss  c o n d itio n s  and 
economic a c t i v i t y  a re  c o n tin u a lly  changing. The p re se n t env iron­
m en ta l c o n d itio n s  a re  assumed to  co n tinue  f a r  enough in to  th e  fu tu re  
t h a t  e x is t in g  p la n s  and program s can be c a r r ie d  to  com pletion ; th a t  
i s ,  a s s e t s  w i l l  c o n tin u e  to  be u s e fu l  f o r  th e  purpose f o r  which they  
were a c q u ire d , and l i a b i l i t i e s  w i l l  be p a id  when th ey  m a tu r e .^
B usinesses  do f a i l . This assum ption i s  a s s a i le d  by some 
w r i te r s  because a  la rg e  number o f  b u s in e sse s  do no t co n tin u e  o p e ra tin g  
in d e f i n i t e ly ,  b u t f a i l  a f t e r  a  sh o r t  p e rio d  o f o p e ra t io n . True 
enough; however, a b u s in e ss  v en tu re  i s  n o t i n i t i a l l y  undertaken  w ith 
th e  e x p e c ta tio n  o f  f a i l u r e  upperm ost in  th e  mind o f  th e  e n tre p re n e u r . 
He ex p ec ts  th e  b u s in e ss  to  co n tinue  in  e x is te n c e :  he norm ally  expects
c o n tin u i ty  and no t l iq u id a t io n . ^
Because a cco u n tan ts  rec o g n ize  t h a t  c o n tin u i ty  i s  th e  normal 
e x p e c ta tio n  o f  businessm en and s to c k h o ld e rs , t h e i r  rec o rd  keeping  and 
r e p o r t in g  o f  f in a n c ia l  in fo rm a tio n  a re  based on t h i s  p rem ise . In  
f a c t ,  t h i s  assum ption e x e r ts  a  g re a t  in f lu e n c e  on th e  manner in  which 
acc o u n ta n ts  r e p o r t  a s s e t  v a lu e s  in  th e  f in a n c ia l  s ta te m e n ts .
^A m erican  Accounting A s so c ia tio n , o£ . c i t . .  2 .
^ P a to n ,  and L i t t l e t o n ,  o£« c i t . .  9 .
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In flu en c e  on th e  ba lance  s h e e t .  By re ly in g  on th e  f i r n ^ s  
c o n tin u ity  o f e x is te n c e , acco u n tan ts  a re  ab le  to  support t h e i r
p re s e n ta tio n  o f h i s t o r i c a l  c o s ts  in s te a d  o f r e a l iz a b le  va lues in  th e
22b a lan ce  s h e e t . ^  In  t h i s  case  th e  r e a l iz a b le  v a lu es  a re  i r r e le v a n t  
because th e re  i s  no in te n t io n  o f  s e l l in g  th e  a s s e t s ;  and, m oreover, 
th e  a s s e ts  have a va lue  th a t  i s  a t t r ib u t a b le  to  them because o f t h e i r  
use  in  th e  p a r t i c u l a r  b u s in e s s . A lso , th e  r e a l iz a b le  v a lu es  o f th e  
in d iv id u a l  a s s e ts  f lu c tu a te  from one sta tem en t d a te  to  th e  next 
because o f changes in  th e  demand fo r  th e s e  a s s e t s ;  b u t t h e i r  going 
concern v a lu es  change only  as th e  company becomes more p r o f i ta b le  o r 
l e s s  p r o f i t a b le .
B a s ic a lly ,  th en , th e  going concern concept assumes in d e f in i t e  
c o n tin u ity  o f  o p e ra tio n s  f o r  a  s p e c i f ic  b u s in e ss ; and, e q u a lly  
im p o rtan t, i t  p rec lu d es  th e  in c lu s io n  o f  c u rre n t m arket v a lu es on th e  
s ta te m e n ts  because th e s e  v a lu es a re  based on a  q u i t t in g  concern 
concep t.
B alance Sheet
The b a lan ce  s h e e t , a lthough  re ly in g  on th e  going concern id ea  
f o r  much o f  i t s  r a t io n a le ,  i s  a concept t h a t  d e se rv es  c o n s id e ra tio n  
by i t s e l f .  I t  i s  a  sta tem en t o f compromises and in c o n s is te n c ie s :  
compromises, because n e i th e r  a p u re ly  co s t ba lan ce  sh e e t n o r a p u re ly  
a p p ra is a l  b a lan ce  sh e e t i s  a c c e p ta b le ;  and in c o n s is te n c ie s ,  because
^ K a rre n b ro c k , and Simons, op. c i t . . 47*
46
m arket v a lu es  a re  used fo r  some a s s e t s  ( in v e n to r ie s  and tem porary 
investm en ts whose m arket va lue i s  l e s s  th an  t h e i r  c o s t)  whereas c o s t 
i s  s t r i c t l y  adhered to  fo r  o th e r  a s s e ts — p a r t i c u l a r ly  f ix e d  a s s e t s .  
C onsequently , i t  i s  no t easy to  p re se n t a  p re c is e  and c le a r - c u t  
d e f in i t io n  o f a ba lan ce  sh e e t;  on ly  broad g e n e ra l iz a t io n s  can be 
made.
D e f in i t io n . The American I n s t i t u t e  o f C e r t i f ie d  P ub lic  
A ccountants d e sc r ib e s  th e  ba lance  sh ee t a s m erely a  sta tem en t o f 
b a lan ces  c a r r ie d  forw ard a f t e r  th e  books o f  a b u s in ess  a re  closed.23 
T his e x p lan a tio n  o f  th e  ba lance  sh e e t g iv es  i t  a narrow , te c h n ic a l  
meaning devoid  o f  much o f th e  meaning a t t r ib u te d  to  i t  by some s t a t e ­
ment r e a d e rs .  For example, some sta tem en t re a d e rs  th in k  th a t  th e  
ba lan ce  sh e e t p re s e n ts  th e  c u rre n t f in a n c ia l  p o s i t io n  o f  th e  b u s in e ss , 
o th e rs  th in k  th e  a s s e t  v a lu es a re  c u rre n t  m arket v a lu e s , and some 
re a d e rs  even v is u a l iz e  th e  d o l la r  amounts shown fo r  th e  a s s e ts  as  
huge s to c k p ile s  o f  c a s h , ^
O bviously , th e se  id ea s  a re  f a l s e ,  and th e  d e f in i t io n  g iven  by 
th e  American I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccountants does no t 
in c lu d e  any o f  th e se  m eanings. B ut, i s  th e  b a lan ce  sh e e t m erely  a 
c o l le c t io n  o f  m eaningless h i s t o r i c a l  c o s ts  tak en  from th e  accoun ts 
and reassem bled on a  p ie c e  o f  paper?
23
''Committee on Term inology, American I n s t i t u t e  o f  C e r t i f ie d  
P u b lic  A ccoun tan ts , op. c i t . . 12.
^•W illiam  H. W hitney, "What I s  a  Balance S hee t?"  The Jo u rn a l 
o f  Accountancy. LXX (O ctober, 1940), 308.
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Of course n o t. The balance sheet presen ts much more informa­
tio n  than th is :  i t  shows on a p a r tic u la r  date a s ig n ific a n t fac to r
th a t  re la te s  to  the f in a n c ia l position  of the business, i . ,e . , the  
cumulative re s u lt  of the transac tions of the firm  from i t s  inception 
to  the present da te ; and i t  describes the composition of the pool of 
a s se ts  th a t i s  av a ilab le  fo r  the business to use in i t s  operations— 
the amount and kinds of fixed asse ts  and current a s se ts . This 
inc lusion  of current a sse ts  and fixed a sse ts  ra is e s  the problem of 
the valuation  of these a s se ts .
H is to r ic a l  c o s t o r  m arket v a lu e . One au th o r has sa id  th a t  i t  
does n o t make sense  to  use s e v e ra l d i f f e r e n t  v a lu es  on th e  ba lance  
s h e e t;  th a t  i s ,  a l l  a s s e ts  should be recorded  a t  th e  o u tla y  c o s t ,  
a t  a p p ra is a l  v a lu e s , o r  a t  rep lacem ent c o s t.^ 5  Because c o s t i s  th e  
on ly  b a s is  considered  r e l i a b l e  by t h i s  w r i t e r ,  he su g g ests  t h a t  only 
c o s t v a lu es  should appear on th e  ba lan ce  sh e e t .
A nother somewhat l e s s  dogm atic view  i s  p re se n te d  by an 
acco u n tan t who r e a l i z e s  th a t  fo r  b a lan ce  sh e e t purposes a s s e ts  can 
be d iv id ed  in to  two g roups: c u rre n t a s s e t s ,  and lo n g -te rm  a s s e t s .
For th e  f i r s t  group, th e  p re se n t cash v a lu e  i s  th e  lo g ic a l  b a s is  o f
v a lu a tio n ;  and f o r  th e  second group, going concern ( h i s t o r i c a l  c o s t)
26i s  th e  lo g ic a l  c r i t e r i o n  f o r  v a lu a tio n . This view seems to  be in
^ G eo rg e  0 . Kay, "The In f lu e n c e  o f  A ccounting on th e  
Development o f  an Economy," The Jo u rn a l o f Accountancy. XI (Jan u ary , 
1936), 15.
^ f o r t i m e r  B. D a n ie ls , " P r in c ip le s  o f A sset V a lu a tio n ,"  The 
A ccounting Review. IX (June , 1934), 120*
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l in e  with the current p rac tic e  followed by accountants in  th e ir  
valuation  of current and fixed a s se ts , of course, w ithin the range 
of f le x ib i l i ty  allowed by the doctrine  of conservatism.
The use of values o ther than h is to r ic a l  cost in  the balance
sheet i s  objected to by a number of accountants because of the
su b je c tiv ity  involved in  such a departure from co s t. However, 
according to  an author w riting  in  the Canadian Chartered Accountant, 
even a s t r i c t  re lian ce  on the use of h is to r ic a l  cost i s  not devoid of 
sub jective  elements. The treatm ent of inventory valuation , of 
deprec ia tion , of allowances fo r  bad deb ts, and so fo r th , i s  a m atter 
of judgment. As a r e s u l t ,  the f in a l  balance sheet prepared by the 
accountant i s  only a close approximation of a f in a n c ia l s itu a tio n  
th a t ex isted  a t  some previous moment of t im e .^
In sh o rt, i t  seems th a t the balance sheet i s  a statem ent th a t
l i s t s  the a s s e ts , l i a b i l i t i e s ,  and owners' equity of a business a t  a
p a r tic u la r  point in  tim e. Also, the a sse ts  shown th e re  are generally  
reported a t  th e i r  h is to r ic a l  co s t, except fo r some of th e  current 
a s se ts  which may be s ta ted  a t  current market value—provided th a t  th is
market value i s  lower than the  cost of the  a s se t.
Conservatism
In the  preceding d iscussion  i t  was mentioned th a t  market value 
may be used on the balance sheet fo r  ce rta in  a sse ts  when th e i r  current
^ C o u rt land E l l io t ,  "L im itations and Uses of Published
F inancial S tatem ents," Canadian Chartered Accountant. LV (November, 
1949), 211.
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v a lu e  i s  low er th an  t h e i r  c o s t .  In  o th e r  words, m arket v a lu e  can 
sometimes be used in  th e  p re p a ra tio n  o f  th e  accoun ting  sta tem ents*
But when can i t  be u t i l i z e d ,  and what k ind  o f rea so n in g  do acco u n tan ts  
u se  to  j u s t i f y  t h e i r  d e p a r tu re  from th e  sa c ro sa n c t p r in c ip le  o f 
r e p o r t in g  on ly  h i s t o r i c a l  c o s t?  Very sim ply , th e y  r e ly  on th e  
d o c tr in e  o f  conserva tism  to  j u s t i f y  d is c r e e t  d e p a r tu re s  from c o s t a t  
c e r ta in  s t r a t e g ic  tim es*
D e f in i t io n . This d o c tr in e ,  which may be d e sc rib e d  as th e  
adm onition to  reco g n ize  a l l  lo s s e s  and to  a n t i c ip a te  no g a in s , i s  
used to  j u s t i f y  th e  writedown o f  a s s e t s  from t h e i r  c o s t v a l u e s . ^
I t  o r ig in a te d  d u rin g  th e  p e rio d  when b a lan ce  s h e e ts  were th e  prim ary 
s ta te m e n ts  is su e d  f o r  th e  b e n e f i t  o f  c r e d i to r s  and owners. N a tu ra lly  
th e  c r e d i to r s  were more in te r e s te d  in  th e  d eb t-p ay in g  a b i l i t y  o f  
th e  b u s in e ss  th an  in  i t s  ea rn in g  power; so th e  acc o u n ta n ts  p repared  
s ta te m e n ts  t h a t  in c lu d ed  a l l  fo rs e e a b le  lo s s e s  and no p o s s ib le  g a in s , 
th e re b y  p ro v id in g  a b a lan ce  sh e e t which in d ic a te d  th e  so lvency o f  th e  
b u s in e ss  i f  a l l  im m ediate lo s s e s  were suddenly  r e a l iz e d .
In c o n s is te n c y  o f  th e  d o c t r in e . W ith th e  advent o f  th e  income 
sta tem en t a s  th e  most im portan t in d ic a to r  o f  b u s in e ss  a c t i v i t y ,  th e  
d o c tr in e  o f  conserva tism  has rec e iv e d  some p o in te d  c r i t ic i s m .  I t  has 
been a tta c k e d  f o r  th e  in h e re n t  in c o n s is te n c y  p re s e n t in  reco g n iz in g  a
2 % arren b ro ck , and Simons, op . c i t . .  AS.
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d e c l in e  in  th e  m arket v a lu e  o f  an a s s e t  and ig n o rin g  an in c re a se  in  
th e  m arket v a lu e  o f  th e  same a s s e t . ^  f u r th e r ,  an a p p lic a t io n  o f 
conserva tism  to  th e  ba lance  sh e e t may r e s u l t  in  a  c o n tra ry  e f f e c t  on 
th e  income s ta te m e n t: reducing  income now through  an a s s e t  writedown
w i l l  r e s u l t  in  sm a lle r  charges a g a in s t  revenue in  fu tu re  p e rio d s  w ith 
a consequent ov e rs ta tem en t o f  th e  n e t income in  th e se  same p e r io d s - -  
an o v ers ta tem en t th a t  i s  d e f in i t e ly  no t co n se rv a tiv e  from the income 
s ta tem en t view point*
Schmalenbach*s c h a n c e -risk  assum ption . Although conservatism  
has been a tta c k e d  fo r  i t s  seeming in c o n s is te n c y , one au th o r has 
argued th a t  such ap p aren t in c o n s is te n c y  i s  th e  elem ent th a t  makes 
conserva tism  a c o n s is te n t  d o c tr in e .  He b ases  h is  d isc u ss io n  on 
Schmalenbach*s c h a n c e -r isk  assum ption . Simply s ta te d ,  t h i s  assum ption 
say s t h a t  th e  chance o f  making a g a in  o r  p r o f i t  has l e s s  in f lu e n c e  on 
an in d iv id u a l  th an  th e  r i s k  o f  in c u rr in g  a  lo ss .^ O
Thus, fo r  example, th e  argument th a t  in c re a s e s  in  th e  m arket 
v a lu e  o f  in v e n to ry  should be recogn ized  in  th e  same manner th a t  
d e c re a se s  a re  no ted  i s  i r r e le v a n t— th e  d e c lin e  in  m arket v a lu e  has a 
g r e a te r  in f lu e n c e  on th e  s ta tem en t re a d e r  th an  th e  in c re a s e  in  v a lu e  
h a s . T h ere fo re , i t  i s  argued th a t  because th e  in c re a s e  has a l e s s e r  
in f lu e n c e  on a  sta tem en t re a d e r  th an  a  d e c l in e  h a s , i t  should  no t
^ C a r l  T. Devine, "The Rule o f  Conservatism  Reexamined," 
Jo u rn a l o f  A ccounting R esearch . I  (Autumn, 1963), 132.
^ °Ib id .
receive the same treatm ent given to  a decline in  market value; and 
the concept of conservatism i s  not in co n sis ten t.
B asica lly , the doctrine  of conservatism i s  concerned with 
an tic ip a tin g  the  worst o r , to  s ta te  i t  another way, i t  is  concerned 
with reporting  favorable conditions with some reluctance and reporting  
unfavorable conditions immediately and e m p h a t i c a l l y . ^
M ateria lity
Another usefu l notion used by accountants in  th e ir  day-to-day 
work is  the concept of m a te r ia lity . This concept requ ires the 
accountant to consider only s ig n if ic a n t items when he i s  preparing 
f in a n c ia l statem ents. Thus the accountant i s  freed from the obliga­
tio n  of providing statem ents th a t  are  co rrect in  every d e ta i l ;  he 
need only assure him self th a t a l l  s ig n ific an t items are  presented 
co rrec tly .
U sefulness. I t  i s  p o ssib le , fo r example, fo r  the accountant 
who i s  preparing a balance sheet to  ignore a small decline in  the 
market value o f inventory on the grounds th a t the reduction in  value 
i s  too small to  rep o rt—i t  i s  im m aterial. Hence the accountant i s  
ab le  to  d ire c t h is  a tte n tio n  to  the more s ig n if ic a n t occurrences 
a ffec tin g  the f in a n c ia l p osition  of the  business; such a s , la rge 
inventory d ec lin es , major nonrecurring expenses, and m ateria l 
m isstatem ents of depreciation  charges.
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A lthough th e  uee o f  m a te r ia l i ty  makes i t  much e a s ie r  fo r  th e  
accoun tan t to  p rep a re  s ta te m e n ts  by draw ing h is  a t te n t io n  to  th e  
im p o rtan t i te m s , i t  i s  n o t an easy  concept to  d e s c r ib e .  The American
A ccounting A sso c ia tio n  sim ply d e s c r ib e s  i t  a s  a  s t a t e  o f  r e l a t i v e
im p o rtan ce .-^  A D ic tio n a ry  fo r  A ccountants a ls o  s t r e s s e s  th e  f a c t  
th a t  m a te r ia l i ty  depends on th e  r e l a t i v e  im portance o f  th e  item  
being  c o n s id e re d *33 in  f a c t ,  every  a u th o r who w r i te s  on th e  su b je c t
em phasizes th a t  m a te r ia l i ty  d e c is io n s  must be made in  l ig h t  o f  th e
r e l a t i o n  between th e  charge o r c r e d i t  be ing  considered  and some o th e r  
t o t a l  o r  account b a la n c e .
Kore sim ply s ta te d ,  m a te r ia l i ty  i s  a  u s e fu l  to o l  t h a t  a llow s 
th e  p ra c t ic in g  acco u n tan t to  f r e e  h im se lf  from th e  burdensome job 
o f  exam ining t r i v i a l  d e t a i l s  in  o rd e r  t h a t  he may d evo te  h is  e n e rg ie s  
to  th e  more im portan t amounts.
I I .  SUMMARY
T his rev iew  o f  p a r t i c u l a r  acco u n tin g  c o n cep ts , a lthough  
n e i th e r  com prehensive in  scope n o r ex h au stiv e  in  d ep th , w i l l  p rov ide  
th e  concep tua l fram e o f  re fe re n c e  n ecessa ry  f o r  a l a t e r  c h a p te r . 
However, b e fo re  t h i s  c h ap te r  can be u n dertaken , i t  i s  n e ce ssa ry  to  
examine th e  n a tu re  o f  th e  rep lacem ent c o s t co n cep t.
^ A m e r ic a n  Accounting A sso c ia tio n , o£ . c i t . .  49 .
3 3 g ric  L . Kohler ( e d . ) ,  A D ic tio n a ry  f o r  A ccountants (second 
e d i t io n ;  Englewood C l i f f s :  P re n t ic e -H a l l ,  I n c . ,  1957)» 308.
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Such a ta s k  i s  no t w ithou t d i f f i c u l t y ,  f o r  many w r i te r s  have 
d i f f e r in g ,  and sometimes c o n f l ic t in g ,  op in io n s on th e  exac t n a tu re  
o f  replacem ent c o s t .  T herefo re  i t  i s  n ecessa ry  to  rev iew  th e  
numerous, v a ry in g  meanings a t t r ib u te d  to  th e  term  by th e s e  a u th o rs . 
This rev iew  i s  undertaken  in  th e  n ex t c h a p te r .
CHAPTER IV
SOME DEFINITIONS OF REPLACEMENT COST
Throughout the preceding pages of th is  study the term 
"replacement cost" appeared p e rs is te n tly ; sometimes i t s  meaning was 
c losely  associated  with p rice  le v e l adjustm ents, sometimes with 
reproduction co s t, and a t o ther times with current tran sac tio n  
value. No doubt th is  d if fe r in g  and occasionally  contradictory  usage 
o f the term has caused some confusion in  the mind of the reader.
In  order to  d isp e l some of th is  d iso rder and to  explore the 
genuine nature o f  replacement cost, an examination of the various 
explanations of th is  concept i s  made in  the following pages. This 
in v es tig a tio n  in to  the tru e  nature of replacement cost proceeds from 
an ana lysis  of the various meanings a ttr ib u te d  to  the term by the 
numerous w rite rs  d iscussing  the su b jec t.
Even a cursory examination of the  m ateria l av a ilab le  on 
replacement cost w ill reveal th a t most, i f  not almost a l l ,  authors 
mentioning replacement cost f a i l  to  se t fo rth  a c lea r , p rec ise  
d e f in it io n  of the  term . They discuss replacement cost as i f  i t s  
meaning were widely known and genera lly  accepted among accountants. 
This casual omission of an accurate d e f in itio n  i s  a t  the  h ea rt of 
much of th e  debate about replacement co s t.
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I .  EXPLANATION USING PRICE LEVEL INDICES
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G eneral P r ic e  Index
A lthough in  none o f th e  m a te r ia l  surveyed fo r  t h i s  s tudy  was 
rep lacem ent co s t a s s o c ia te d  w ith th e  use o f  a  g e n e ra l p r ic e  le v e l  
in d ex , i t  seems w ise to  ex p lo re  th e  p o s s ib le  s tre n g th s  and weaknesses 
o f  u sin g  such an index  a s  a p rocedure  fo r  a r r iv in g  a t  rep lacem ent 
c o s t .  In  t h i s  way, a l l  p o s s ib le  meanings o f replacem ent c o s t w i l l  
be review ed and e v a lu a te d  in  t h i s  s tu d y .
D e sc r ip tio n . A g e n e ra l p r ic e  index  would be used to  d e r iv e  
rep lacem ent c o s t by a d ju s tin g  th e  o r ig in a l  c o s t o f an a s s e t  fo r  
changes in  th e  g en era l le v e l  o f p r ic e s ,  bo th  in c re a s e s  and d e c re a se s . 
The in d ex , a p p lied  to  f ix e d  a s s e t s ,  would a d ju s t  th e  h i s t o r i c a l  c o s t 
o f  th e  a s s e t  by co n v ertin g  o ld  d o l la r s  to  c u rre n t  d o l la r s .
For example, a b u ild in g  purchased fo r  $10,000 in  1946 when 
th e  Consumer P r ic e  Index  (a  g e n e ra l index) was 100 i s  p laced  on th e  
ba lance  sh e e t a t  a  v a lu e  o f  $11,410 in  1952 when th e  index  i s  114*1* 
In  a d d i t io n ,  th e  d e p re c ia t io n  charge f o r  1952 i s  c a lc u la te d  on t h i s  
a d ju s te d  v a lu e  so th a t  a  c u rre n t d e p re c ia tio n  expense, comparable to  
th e  o th e r  expenses on th e  income s ta te m e n t, appears a s  a deduction  
from revenue in  th e  sta tem en t o f  incom e.
S tre n g th s . One o f  th e  m ajor advantages t h a t  could  be secured  
from such an ad justm en t i s  th e  d is p la y  o f an a s s e t  va lue  f o r  each 
a s s e t  th a t  i s  comparable to  t h a t  o f every  o th e r  a s s e t :  Accounts
R ece ivab le  i s  s ta te d  in  th e  same d o l la r s  as Land, In v en to ry  v a lu e  i s
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com parable to  th e  va lue  o f  th e  B u ild in g , and Equipment va lue  may be 
compared to  th e  Cash value* E qually  im p o rtan t, th e  pu rchasing  power 
o f  th e  ag g reg a te  c a p i ta l  i s  m ain ta ined ; th a t  i s ,  r i s i n g  p r ic e s  do 
n o t produce f i c t i t i o u s  p r o f i t s  th a t  a c t  a s  a  c a ta ly s t  f o r  d iv id en d  
d i s t r ib u t i o n s ,  d i s t r ib u t io n s  which may reduce  th e  t o t a l  c a p i ta l  o f 
th e  firm.-*-
W eaknesses. Although i t  p rov ides a s s e t  v a lu es  t h a t  a re  
com parable and a lthough  i t  h e lp s  p rese rv e  th e  pu rchasing  power o f  
th e  ag g reg a te  c a p i ta l  o f  th e  b u s in e ss , th e  use  o f  a g e n e ra l p r ic e  
in d ex  i s  n o t very  u se fu l in  a r r iv in g  a t  a  d e f in i t io n  o f  rep lacem ent 
c o s t .  A g e n e ra l index  i s  an average o f  a  la rg e  number o f  p r ic e s — 
g ro c e r ie s ,  au tom ob iles, c lo th in g , t i r e s ,  and many more ite m s. The 
c o s t  o f  g ro c e r ie s  may be d e c lin in g  w h ile  th e  p r ic e  o f au tom obiles i s  
r i s i n g ,  and, s im u ltan eo u s ly , th e  s e l l in g  p r ic e  o f t i r e s  may be 
f lu c tu a t in g  v io le n t ly ;  b u t ,  d u rin g  t h i s  same p e rio d , th e  g e n e ra l 
p r ic e  index  may be s t e a d i ly  c reep in g  upward. C onsequently , th e  
p r ic e  o f  any p a r t i c u la r  commodity may be f a l l i n g  w h ile  th e  g e n e ra l 
p r ic e  le v e l  i s  r i s i n g ,  o r  v ic e  v e rs a . 2
More s p e c i f i c a l ly ,  th e  g e n e ra l p r ic e  l e v e l  has been in ex o ra b ly  
c lim bing  upward s in c e  th e  end o f  World War I I ,  b u t th e  c o s t o f 
hu la-hoops began f a l l i n g  a f t e r  th e  peak in  th e  hula-hoop e ra se  was
-*-Perry Mason, P r ic e -L e v e l Changes and F in a n c ia l  S ta tem en ts 
(Columbus, Ohiot American A ccounting A sso c ia tio n , 1956), 13*
2Donald C orbin , "The Im pact o f  Changing P r ic e s  on a Department 
S to r e ,*' The Jo u rn a l o f  Accountancy. XCVII (A p r i l ,  1954), 437.
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reach ed . A replacem ent c o s t fo r  th e  p l a s t i c  hoops d e riv e d  by u sin g  
th e  Consumer P r ic e  Index would have provided very  m is lead ing  answ ers. 
In  f a c t ,  a  replacem ent c o s t c a lc u la te d  in  t h i s  manner would have 
probab ly  r e s u l te d  in  a  rep lacem ent co s t w e ll above th e  r e t a i l  s e l l in g  
p r ic e  f o r  th e  hoop.
B a s ic a lly ,  th e n , th e  use o f  a g e n e ra l p r ic e  index , a lthough  
p ro v id in g  s ta te m e n ts  in  term s o f s ta b le  d o l la r s  ( i . e . ,  d o l la r s  o f 
th e  same pu rchasing  pow er), cannot p rov ide  a  rea so n a b le  p rocedure  
f o r  c a lc u la t in g  replacem ent c o s t .  T h ere fo re , i t  cannot be used to  
d e sc r ib e  ad eq u a te ly  th e  concept o f  rep lacem ent c o s t ;  and i t  i s  
n e ce ssa ry  to  look elsew here fo r  an ex p lan a tio n  o f  th e  replacem ent 
c o s t concep t.
S p e c if ic  P r ic e  Index
A nother id e a  worth examining fo r  p o s s ib le  in s ig h ts  in to  th e  
n a tu re  o f  rep lacem ent c o s t i s  th e  p r a c t ic e  o f u s in g  s p e c i f ic  p r ic e  
in d ic e s — c o n s tru c tio n  c o s t  in d ic e s ,  w ho lesale  p r ic e  in d ic e s ,  in d ic e s  
o f  s t e e l  c o s ts ,  and so f o r th —as a  means o f d e r iv in g  replacem ent 
c o s t .  Such a procedure  avo id s th e  prim ary  o b je c tio n  to  th e  use  o f  
a  g e n e ra l p r ic e  index ; namely, th e  wide f lu c tu a t io n s  o f  p r ic e s  o f  th e  
v a rio u s  comm odities used in  computing th e  in d ex .
E x p lan a tio n . When u s in g  t h i s  method o f a s c e r ta in in g  re p la c e ­
ment c o s t ,  th e  acco u n tan t a p p lie s  a  s p e c i f ic  in d ex  num ber ad justm ent
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to  th e  h i s t o r i c a l  c o s t va lue  o f  each a s s e t .3 For in s ta n c e , th e  
machine to o ls  re v a lu a t io n  i s  determ ined on th e  b a s is  o f m arket p r ic e s ,  
o r  i f  th e  company m anufactures i t s  own to o ls ,  c u rre n t p roduction  
c o s ts  a re  used ; f o r  b u i ld in g s , rep lacem ent c o s t i s  developed from 
an index  f o r  t h a t  p a r t i c u la r  type  o f  b u ild in g ;  and where a s s e ts  
cannot be c la s s i f i e d  in to  groups, an index  may be compiled and 
a p p lied  to  each ite m .^  Thus, every a s s e t  i s  a d ju s te d  on ly  fo r  th e  
p r ic e  f lu c tu a t io n  a f f e c t in g  th a t  p a r t i c u l a r  a s s e t  and not fo r  th o se  
v a r ia t io n s  th a t  r e l a t e  to  any o th e r  a s s e t .
A dvantages. As a r e s u l t ,  th e  f a c to r s  a f f e c t in g  th e  c o s t o f 
th e  a s s e t—p r ic e  le v e l  changes and changes in  demand f o r  th e  a s s e t— 
a re  r e f le c te d  in  th e  v a lu es  p laced  on th e  f in a n c ia l  s ta te m e n ts .
T his p rev e n ts  n e t income from being  o v e rs ta te d  in  p e rio d s  o f r i s in g  
p r ic e s ;  and c o n v erse ly , i t  p rev e n ts  income from being  u n d e rs ta te d  in  
tim es o f f a l l i n g  p r ic e s .  T h ere fo re , th e  c a p i ta l  in v es te d  by th e  
owners i s  p reserved  from d i lu t io n  o r  augm entation w ith o u t a  c le a r  
s ta tem en t o f  t h i s  change appearing  in  th e  ba lance  s h e e t .
D isadvan tages. Up to  t h i s  p o in t ,  i t  has been assumed th a t  a 
s u f f i c i e n t  number o f  in d ic e s  a re  a v a i la b le  to  p erm it ad justm ent o f 
any a s s e t  acco u n t; however, t h i s  i s  n o t th e  c a se , fo r  on ly  a  l im ite d  
number o f p u b lish ed  in d ic e s  a re  a v a i la b le  to  businessm en.
3 j .  L . D avis, "D ep rec ia tio n  on Replacement C o s t,"  The 
C o n tro lle r .  XXI (May, 1953)# 228.
Goudeket, "An A p p lica tio n  o f Replacement Value T heory ,"
The Jo u rn a l o f  Accountancy. CX ( J u ly ,  I9 6 0 ) , 38 .
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C onsequently , each b u s in e s s , i f  i t  wants to  app ly  a  d i f f e r e n t  s p e c i f ic  
index  to  each o f  i t s  numerous a s s e t s ,  i s  fo rced  to  p rep a re  i t s  own 
m easures o f p r ic e  c h a n g e s .  ^ O bviously, t h i s  s i tu a t io n  i s  u n accep tab le  
to  most acco u n tan ts  because o f th e  lack  o f  o b je c t iv i ty  in  th e  index  
c a lc u la t io n  and because o f an absence o f c o m p arab ility  from company 
to  company.
In  f a c t ,  p u b lic  a cc o u n ta n ts , i f  they  accep ted  th e  use o f 
s p e c i f ic  in d ic e s  in  th e  c a lc u la t io n  o f rep lacem ent c o s t ,  would 
probab ly  re q u ire  th e  use o f government p repared  in d ic e s .  However, 
a  s p e c i f ic  index  even i f  p repared  by th e  government may n o t be 
id e a l ly  s u i te d  f o r  use in  computing rep lacem ent c o s t .
For example, th e  v a rio u s  c o s ts  o f  c o n s tru c tin g  a b u ild in g  
a s  w e ll a s  p ro d u c tio n  methods have v a r ie d  during  th e  p a s t  g e n e ra tio n . 
F o rty  y e a rs  ago th e  ex cav a tio n  f o r  a  foundation  was commonly dug w ith  
mules and s c ra p e r s ,  and p ic k s  and sh o v e ls  completed th e  jo b . Now, 
however, a  m echanized shovel can do th e  same job  in  a  v e ry  sh o r t 
le n g th  o f  tim e . Yet th e  index  f o r  b u ild in g  c o n s tru c tio n  c o s ts  
r e f l e c t s  on ly  th e  change in  th e  c o s t o f  e re c t in g  th e  b u ild in g ; 
changes i n  c o n s tru c tio n  m ethods, r e g a rd le s s  o f t h e i r  im portance , a re  
n o t c o n s id e re d .^
5I b i d . ,  AO.
^Ralph L. B erry , "What I s  Needed to  E s ta b l is h  R eproduction 
Cost New?" N.A.C.A. B u l le t in . XXXVI, S ec . I  (Septem ber, 1954), 16 .
62
Or, look  a t  th e  p ro d u ctio n  o f m il l in g  m achines; t h e i r  c o s t 
has r i s e n  ra p id ly  over th e  p a s t few y e a rs , bu t re v o lu tio n a ry  changes 
in  d e s ig n  and th e  in tro d u c tio n  o f  new models have a l te r e d  t h e i r  
p ro d u c tio n  c a p a b i l i t i e s  enorm ously .?  However, a  p u b lish ed  index  
f o r  m il l in g  m achines would c o n sid e r n o th in g  more than  th e  changing 
p r ic e s  o f  th e  m achines— p o te n t ia l  in c re a s e s  in  p ro d u c tiv ity  a re  
ignored*
M oreover, one may o b je c t to  th e  use  o f a  s p e c i f ic  index 
because i t  c o r r e c ts  fo r  changes in  th e  g e n e ra l p r ic e  le v e l  as w e ll 
a s  f o r  p r ic e  f lu c tu a t io n s  caused by v a r ia t io n s  in  th e  demand f o r  th e  
a s s e t ,  i . e . ,  fo r  p r ic e  changes t h a t  r e f l e c t  a  change in  money v a lu e , 
and th o se  th a t  r e f l e c t  a  change in  r e a l  v a lu e . 6 Thus i t  may be noted 
t h a t  th e r e  i s  some lack  o f  c l a r i t y  when a s p e c i f ic  index  i s  used to  
e s ta b l is h  replacem ent c o s t .
To summarize, i t  seems t h a t  th e  use  o f s p e c if ic  index  numbers 
does p ro v id e  a replacem ent c o s t v a lue  th a t  can be used in  th e  account­
ing  s ta te m e n ts ; however, th e  use o f  such an in d ex  co n ta in s  th e  
weaknesses g e n e ra lly  a s so c ia te d  w ith  th e  use o f an index  ad justm en t— 
th e  d is re g a rd  f o r  changes in  p ro d u c tio n  methods and th e  changes in  
machine c a p a c ity .
? Ib ld . . 40 .
^W illa rd  J .  Graham, "D efin ing  Incom e," The Jo u rn a l o f  
Accountancy. CX (A ugust, I9 6 0 ) , 28 .
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In  t h i s  d is c u s s io n  o f p r ic e  le v e l  changes and t h e i r  r e l a t io n  
to  replacem ent c o s t ,  however, no a ttem p t was made to  ex p lo re  th e  
s u b je c t  o f  p r ic e  le v e l  ad ju stm en ts in  d e p th ; on ly  th o se  a sp e c ts  o f 
index  ad justm en ts th a t  r e l a t e  to  rep lacem ent c o s t were considered* 
Although t h i s  l im ite d  rev iew  exposed c e r ta in  m e rits  o f  p r ic e  le v e l  
ad ju s tm en ts  th a t  may be u s e fu l  in  computing replacem ent c o s t ,  i t  i s  
n ecessa ry  to  search  f u r th e r  f o r  a c le a r  ex p lan a tio n  o f  rep lacem ent 
c o s t .
I I .  EXPLANATION USING COST TO REPRODUCE
The words, rep lacem ent c o s t ,  seem to  suggest th a t  th e y  r e f e r  
to  th e  rep lacem en t, e i t h e r  p re s e n tly  o r  l a t e r ,  o f  an a s s e t ;  and a s  
m ight be expec ted , many acco u n tan ts  use  rep lacem ent c o s t in  t h i s  
m anner. A ccord ing ly , a  survey o f  th e  many shades o f  meaning a t t r i b ­
u ted  to  th e  term  w ith in  th e  realm  o f a s s e t  rep lacem ent seems
f r u i t f u l .
Cost o f  an Exact D u p lica te
D e f in i t io n . A number o f  acco u n tan ts  argue th a t  rep lacem ent 
c o s t i s  th e  c o s t e i th e r  to  buy o r  to  produce an ex ac t d u p lic a te  o f
an e x is t in g  a s s e t .  For in s ta n c e , th e  c o s t to  buy an ex ac t r e p l i c a  o f
th e  tru c k  used in  d e l iv e r in g  m erchandise i s  th e  rep lacem ent c o s t o f 
th e  t ru c k ;  th e  c o s t  to  b u ild  a  b u ild in g  l i k e  th e  p re se n t fa c to ry  i s  
th e  rep lacem ent c o s t o f  th e  f a c to ry ;  and th e  c o s t to  r e f i l l  th e  
p re se n t s to ck  o f  in v en to ry  i s  considered  th e  rep lacem ent c o s t o f  th e
in v e n to ry . One au tho r has s ta te d  t h a t  th e  use  o f l i f o  in  c a lc u la t ­
in g  th e  c o s t o f  s a le s ,  which would approxim ate th e  c o s t to  re s to c k  
th e  goods so ld , i s  a c tu a l ly  a  use o f rep lacem ent co st th a t  i s  
condoned by a c c o u n ta n ts .9
This co n te n tio n  i s  g iven  some sup p o rt by th e  p roclam ation  
issu e d  by th e  American I n s t i t u t e  o f C e r t i f ie d  P ub lic  A ccountants 
when i t  f i r s t  approved th e  use o f l i f o  by th e  o i l  in d u s try .  The 
s p e c ia l  committee o f th e  I n s t i t u t e  sa id  t h a t  th e  e f f e c t iv e  p r o f i t  
m argin means th e  spread between c u rre n t s a le s  p r ic e  and rep ro d u c tiv e , 
o r  rep lacem en t, c o s t o f t^ e  raw m a t e r i a l . ^
F avorab le  f e a tu r e s . Whether l i f o  i s  an a p p lic a t io n  o f  re p la c e ­
ment c o s t o r  n o t ,  i t  i s  easy to  understand  why th e  c o s t o f g e t t in g  an 
ex ac t d u p lic a te  o f  an a s s e t  p re s e n tly  owned i s  so w idely  used a s  an 
ex p la n a tio n  o f rep lacem ent c o s t— i t  i s  easy  to  u n d e rs tan d . Even 
an in d iv id u a l  who i s  com pletely  ig n o ra n t o f  a l l  accoun ting  concep ts 
and o p e ra tio n s  can understand  th a t  th e  c o s t o f  g e t t in g  an o th e r 
autom obile  l i k e  th e  one on th e  d is p la y  f lo o r  i s  th e  rep lacem ent c o s t 
o f  t h a t  c a r .  I t  i s  no t n ecessa ry  to  e x p la in  th e  th e o r e t i c a l  argu­
m ents in  fa v o r o f  rep lacem ent c o s t ;  th e  in d iv id u a l  can in tu i t i v e l y  
u n ders tand  what th e  term  means.
^John W. Coughlan, "The G uises o f  Replacement C o s t,"  The 
A ccounting Review. XXXII ( J u ly ,  1957), 439-
^A m erican  I n s t i t u t e  o f A ccountants S p e c ia l Com nittee on 
In v e n to r ie s ,  "V a lu a tio n  o f  I n v e n to r ie s ,"  The Jo u rn a l o f Accountancy. 
LXII (A ugust, 1936), 125.
65
F urtherm ore, g e t t in g  th e  c o s t o f  a d u p lic a te  a s s e t  may be 
q u ite  easy : th e  c o s t o f  re p la c in g  an item  now c a r r ie d  in  in v en to ry
can be lea rn ed  by read in g  a  p r ic e  l i s t ,  o r  by p ick in g  up th e  t e l e ­
phone; th e  co s t o f  re p la c in g  a f ix ed  a s s e t  may re q u ire  a phone c a l l  
to  th e  m anufactu rer so he can quote th e  co s t o f fu rn ish in g  th e  
a s B e t .^  E ith e r  way, th e  d e te rm in a tio n  o f  th e  co s t to  re p la c e  th e  
a s s e t  i s  n o t too d i f f i c u l t  to  understand  o r to  accom plish .
Drawbacks. However, th e  c o s t o f re p la c in g  an a s s e t  may not 
alw ays p rov ide  m eaningful in fo rm a tio n . More s p e c i f i c a l ly ,  a r a i l r o a d  
th a t  owns s e v e ra l steam  locom otives now th a t  d ie s e l  eng ines a re  
w idely  accep ted  i s  n o t in te r e s te d  in  th e  replacem ent c o s t o f th e  
steam d riv en  m achines. Such a c o s t i s  p robab ly  much h ig h e r than  
th e  c o s t o f a d i e s e l ,  and, b e s id e s , th e  p ro d u c tiv e  v a lu e  o f th e  steam 
engine i s  p robab ly  a  sm all f r a c t io n  o f i t s  replacem ent v a lu e .
On th e  o th e r  hand, more u s e fu l  in fo rm a tio n  i s  p rov ided  by th e  
c o s t o f  re p la c in g  u n i ts  in  in v en to ry  w ith  exact d u p lic a te s  because 
th e re  u su a lly  i s  no wide c o s t d i s p a r i ty  between th e  in v e n to ry  on 
hand and th e  goods bought to  re p la c e  th e  p re se n t s to c k ; b u t f ix e d  
a s s e ts  may be so o b so le te  a t  tim es t h a t  t h e i r  rep lacem ent v a lu e  i s  
s e n se le s s  in  th e  l i g h t  o f  p re se n t c o n d it io n s .
A side from th e  f a c t  t h a t  an a s s e t  i s  o b so le te , i t  may be 
im possib le  to  g e t an exac t re p ro d u c tio n . For example, c o n s id e r a
■ ^ •O ff ic ia l  D ecisions and R e leases : The A ccounting Im p lic a tio n s  
o f Changing Money V a lu es ,”  The Jo u rn a l o f Accountancy. XCVII 
(F eb ru a ry , 1954), 253.
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company th a t  owns an o ld  tru c k  which cannot be reproduced by a manu­
f a c tu r e r  excep t a t  a p ro h ib i t iv e  p r ic e .  Here a g a in , th e  replacem ent 
c o s t secured  by f in d in g  th e  co s t o f a d u p lic a te  a s s e t  produces absurd  
r e s u l t s .
In  s h o r t ,  th e  ex p la n a tio n  o f replacem ent c o s t which s t a te s  
th a t  t h i s  c o s t i s  th e  p r ic e  o f an exac t r e p l ic a  of th e  a s s e t  i s  easy 
to  u n d e rs tan d , and, in  some c a se s , i t  i s  easy to  d e r iv e ;  however, 
th e re  i s  a s e r io u s  drawback to  u sing  th e  c o s t o f an exac t replacem ent 
a s  th e  rep lacem ent c o s t o f  th e  a s s e t—namely, th e  d i f f i c u l t y  o f 
d e te rm in ing  a m eaningful v a lu e  f o r  c e r ta in  a s s e t s .  Furtherm ore, i t  
i s  im possib le  to  determ ine a c o s t to  re p la c e  some a s s e t s ,  such as 
o u td a ted  m achines, which a re  no lo n g er produced.
Reproduction Cost
N ature o f  rep ro d u c tio n  c o s t . There i s  on ly  a shade of 
d if f e r e n c e  between rep ro d u c tio n  c o s t and th e  c o s t o f producing  an
exact copy o f  a p a r t i c u la r  a s s e t .  As one a u th o r has pu t i t ,  re p ro -
1 0d u c tio n  c o s t i s  th e  c o s t o f re p la c in g  an asB et w ith  a  l ik e  a s s e t . ^
And an o th e r e x p la n a tio n  says th a t  rep ro d u c tio n  c o s t i s  th e  c o s t to  
rep roduce  th e  a s s e t  new.13 i t  i s  im portan t to  n o te  th a t  bo th  o f th e s e  
d e s c r ip t io n s  do no t s t r e s s  t h a t  th e  c o s t o f an ex ac t d u p lic a te  must
James C. B onbrigh t, P r in c ip le s  o f P u b lic  U t i l i t y  R ates (New 
York* Columbia U n iv e rs ity  P re s s , 1961), 224.
^ W ilb e r t  E. K arrenbrock, and H arry Simons, In te rm e d ia te  
A ccounting ( th i r d  e d i t io n ;  Chicago* South-W estern P u b lish in g  Company, 
1958), 521.
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be secu red ; r a th e r ,  they  imply th a t  th e  c o s t o f a  s im ila r  a s s e t  can 
be used as th e  rep ro d u c tio n  c o s t .
The c lo se  r e la t io n s h ip  e x is t in g  between rep ro d u c tio n  c o s t and 
rep lacem ent c o s t i s  emphasized by th e  manner in  which a p p ra is e rs  use 
th e s e  te rm s. To them th e  words a re  synonymous: th e re  i s  no
d if fe re n c e  between replacem ent c o s t and rep ro d u c tio n  c o s t . ^
S tre n g th s . As compared to  th e  use o f a p e r fe c t  copy o f an 
a s s e t  to  g e t i t s  replacem ent c o s t ,  rep ro d u c tio n  co s t o f f e r s  th e  
f e a tu r e  o f  f l e x i b i l i t y ;  th a t  i s ,  th e  c o s t o f a s im ila r  a s s e t  may be
used in s te a d  o f th e  c o s t o f  an a s s e t  e x a c tly  l ik e  th e  one p re s e n tly
owned.
R eproduction c o s t pe rm its  th e  c o s t o f  a  1964 model tru c k  to  be
used in  g e t t in g  th e  rep ro d u c tio n  c o s t o f  th e  1963 tru c k  p re s e n tly
owned by th e  b u s in e s s . T his i s  t r u e  even though th e  new tru c k  i s  
green  and th e  o ld  one i s  b lack ; and even though th e  new tru c k  u ses  a 
d i f f e r e n t  s iz e  t i r e  from th e  o ld  one and comes equipped w ith  e l e c t r i c  
w in d sh ie ld  w ipers whereas th e  w ipers on th e  o ld  tru c k  a re  o p e ra ted  by 
a vacuum m otor. In  s p i t e  o f th e se  minor d if fe re n c e s ,  th e  co s t o f  th e  
1964 model can be used to  determ ine th e  rep ro d u c tio n  c o s t o f th e  1963 
m odel.
W eaknesses. Although more f l e x ib le  th an  th e  concept o f 
rep lacem ent c o s t th a t  r e l i e s  on an exac t d u p lic a te  o f th e  a s s e t ,
■^Henry W. Sweeney, ‘'A pproxim ation o f A p p ra isa l Values by Index 
Numbers. 11 The Harvard B usiness Review. X III (O ctober, 1934)> 113*
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reproduction cost i s  not broad enough in  scope to  be used as a 
general explanation of replacement co s t. For in stance , how i s  repro­
duction cost determined when the a sse t in  question i s  no longer 
produced because i t  i s  obsolete? In add ition , reproduction cost 
u sua lly  p erta in s  to  the cost to  reproduce an a s se t; as a r e s u l t ,  i t s  
usage i s  usually  r e s tr ic te d  to d iscussions of long-term a s se ts .
Thus reproduction cost, although o ffe rin g  a degree of f le x ­
i b i l i t y  in  the determ ination of replacement co s t, cannot provide the 
comprehensive explanation of replacement cost th a t is  needed fo r an 
ana ly sis  of the replacement cost concept.
Cost of Replacing an AsBet on a Future Date
D escrip tion . The reproduction cost of an asse t i s  f le x ib le  
to  apply, and replacement cost i s  used in  th is  manner by many account­
a n ts ; however, th e  cost to  replace the  asse t when i t  wears out i s  
another popular way of explaining replacement co s t. This explanation 
i s  p a r tic u la r ly  used by many accountants who oppose the use of 
replacement cost in  ca lcu la ting  dep rec ia tio n .
Very simply, th is  concept of replacement cost s ta te s  th a t the 
cost to  restock th e  a sse t a t  some fu tu re  d a te , a date genera lly  
unknown, i s  the proper cost to  use fo r  replacement cost.^^  Thus the 
cost of rep lacing  a build ing  twenty years from now, when i t  w ill  be
^R o b ert E isner, "Conventional D epreciation Allowances Versus 
Replacement C ost," The C on tro ller. XXI (November, 1953)» 533*
worn ou t and need rep lacem en t, i s  th e  c o s t f ig u re  used to  a s c e r ta in  
rep lacem ent c o s t .
S upporting  argum ents. As a lre a d y  m entioned, t h i s  usage o f 
rep lacem ent co s t o f te n  appears in  d is c u s s io n s  about th e  c a lc u la t io n  
o f  d e p re c ia tio n  c h a r g e s .16 in  f ac t ,  many o f th e  a u th o rs  u sin g  
rep lacem ent co s t in  t h i s  manner assume, e i th e r  im p l ic i t ly  o r  
e x p l i c i t l y ,  th a t  d e p re c ia tio n  charges accum ulate funds fo r  th e  
e v e n tu a l d isp lacem en t o f th e  o ld  a s s e t  w ith  a new one. O bviously, 
such a concept o f  d e p re c ia tio n  i s  e rro n eo u s, and th e  reaso n in g  in  
sup p o rt o f  rep lacem ent c o s t which i s  based on t h i s  prem ise i s  eq u a lly  
in c o r r e c t .
Opposing v iew s. In  th e  same way, th o se  acco u n tan ts  who a re  
s e t  a g a in s t  th e  u se  o f  rep lacem ent c o s t o f te n  a re  g u i l ty  o f  t h i s  same 
f a l l a c y —d e p re c ia tio n  p ro v id es  funds f o r  rep lacem ent o f  a s s e t s .  One 
a u th o r v ig o ro u s ly  opposes th e  use  o f rep lacem ent c o s t in  c a lc u la t in g  
d e p re c ia t io n  b ecause , a s  he p u ts  i t ,  i f  p ro v is io n  i s  made in  th e  
accoun ts fo r  th e  rep lacem ent o f  f ix e d  a s s e t s ,  why n o t a n t ic ip a te  a l l  
p o s s ib le  h ig h e r  c o s ts  o f  a l l  item s and reco rd  th e s e  in  th e  a cco u n ts .
As i s  e v id e n t, t h i s  w r i t e r  ta k e s  th e  d e f in i t io n  o f rep lacem ent c o s t 
(c o s t  to  re p la c e  an a s s e t  on some fu tu re  d a te )  and c a r r i e s  i t  to  i t s
^6f la n ie l  F ro sch , "Supplement to  P e lo u b e t 's  P ro p o sa l fo r  
D e p rec ia tio n  Based on Replacement C o s t,"  The Jo u rn a l o f Accountancy. 
XCVII (F eb ru ary , 1954), 156.
^M aurice J .  Kluger, "Opponent of Replacement-Cost Depreciation 
C ites Dangers," The Journal of Accountancy. XCVII (March, 1954), 279.
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lo g ic a l  extrem e in  o rd e r  to  i l l u s t r a t e  th e  f u t i l i t y  o f e s tim a tin g  
d e p re c ia tio n  charges on th e  b a s is  o f rep lacem ent c o s t .
Follow ing a s im ila r  l i n e  o f  re a so n in g , an o th e r accoun tan t 
em phasizes t h a t  th e  replacem ent o f a s s e t s  i s  a f in a n c ia l  m a tte r  
u n re la te d  to  accoun ting  te c h n iq u e s . He rem arks t h a t  cash can be put 
a s id e  each y e a r f o r  th e  replacem ent o f  th e  a s s e t  re g a rd le s s  o f th e  
amount o f th e  annual d e p re c ia tio n  ex p en se .16 His approach , th en , 
reco g n izes th a t  d e p re c ia tio n  does n o t p rov ide  rep lacem ent funds; and, 
in  a d d it io n ,  t h i s  approach p ro v id es a method o f  p lann ing  f o r  th e  
replacem ent o f  th e  a s s e t  w ithou t co n s id e rin g  th e  d e p re c ia tio n  expense.
Perhaps th e  most po ignan t argument o ffe re d  in  o p p o sitio n  to  th e  
use o f  fu tu re  rep lacem ent c o s t i s  th e  one which o b je c ts  to  th e  use o f  
t h i s  c o s t in  th e  c a lc u la t io n  o f d e p re c ia tio n  expense because i t  bu r­
dens th e  p re s e n t s to ck h o ld e r w ith  fu tu re  a s s e t  rep lacem ent c o s t . 19 
I f  fu tu re  c o s t to  re p la c e  an a s s e t  i s  accep ted  a s  th e  d e f in i t io n  o f 
rep lacem ent c o s t ,  then  t h i s  argument i s  a v a lid  c r i t ic i s m ;  however, 
i f  some o th e r  i n te r p r e ta t io n  o f rep lacem ent c o s t i s  u t i l i z e d ,  th e  
argument i s  p o in t le s s .
On th e  w hole, fu tu re  c o s t to  re p la c e  an a s s e t  may p rov ide  a  
s u i t a b le  d e s c r ip t io n  o f  rep lacem ent c o s t under c e r ta in  c ircu m stan ces, 
such as in  c a p i ta l  budgeting  where p la n s  a re  made fo r  f in a n c in g
l^Abe L. Shugerman, " H is to r ic a l  C osts Vs. D eferred C osts as 
B asic  Concepts f o r  F in a n c ia l  S ta tem ent V a lu a tio n s ,"  The Accounting 
Review. XXVI (O ctober, 1951), 494.
^ F r o s c h ,  0£ . c i t . .  156.
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fu tu r e  a s s e t  rep lacem en ts . N e v e rth e le ss , a s  an ex p lan a tio n  o f  th e  
rep lacem ent c o s t concep t, t h i s  view i s  found la c k in g ; i t  does no t 
p ro v id e  a rep lacem ent c o s t f o r  a s s e ts  th a t  w i l l  n o t be re p la c e d , and 
i t  does n o t p re se n t a concep tua l framework th a t  could be in te g ra te d  
w ith  p re se n t accoun ting  th e o ry . C onsequently , th e  fu tu re  co s t to  
re p la c e  an a s s e t ,  a lthough  in v a lu a b le  to  i n t e l l i g e n t  c a p i ta l  
b udge ting , does n o t embrace th e  many a t t r i b u t e s  th a t  a  c o n s is te n t  
d e f in i t io n  o f replacem ent co s t should in c lu d e .
A p p ra isa ls
In s te a d  o f  u sin g  th e  c o s t to  re p la c e  an a s s e t  when i t  wears 
o u t— a co s t th a t  i s  d i f f i c u l t ,  and sometimes im possib le  to  p r e d ic t— 
an a p p ra is a l  v a lu e  o f th e  a s s e t  may be employed. T his i s  an o th e r 
method th a t  may be used to  a r r iv e  a t  a s s e t  rep lacem ent c o s t .20
E x p la n a tio n . When r e s o r t in g  to  a p p ra is a ls  to  g e t rep lacem ent 
c o s t ,  a company u s u a lly  employs a  competent a p p ra is e r  to  e s ta b l is h  
th e  c u rre n t v a lu es  o f a l l  n o n cu rren t a s s e t s ,  such a s  fa c to ry  b u ild ­
in g s , la n d , and th e  m ajor p ie c e s  o f equipm ent. The l iq u id  a s s e ts  
( r e c e iv a b le s ,  cash , p rep a id  expenses) a re  no t ap p ra ised  because o f  
t h e i r  sh o rt- te rm  n a tu re ;  however, th e  m arket v a lu e  o f  in v en to ry  may 
have to  be determ ined i f  i t  i s  low er th an  c o s t .
N a tu ra lly , when a p p ra is a ls  in d ic a te  an in c re ased  v a lu e  f o r  th e  
lo n g -te rm  a s s e t s ,  th e  c a p i ta l  account r e f l e c t s  th e  same in c re a s e ;
^ D a v is ,  0£ . c i t . .  228.
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t h a t  i s ,  th e  d e b it  to  an a s s e t  account i s  o f f s e t  by a  c r e d i t  to  some 
s p e c ia l  c a p i ta l  acco u n t, u su a lly  a p p ra is a l  s u r p lu s .21 In  t h i s  way, 
th e  in c re a se  in  th e  ow ners1 e q u ity  a r i s in g  from a s s e t  increm ents i s  
sh a rp ly  rev ea led  to  th e  s ta tem en t re a d e r .
Favorab le  comments. The f a c t  th a t  acco u n tan ts  have agreed 
upon a means o f p re s e n tin g  a p p ra is a l  r e s u l t s  in  th e  ba lance  sh e e t 
p o in ts  ou t t h a t  th e re  i s  some accep tance  o f th e  use  o f  a p p ra is a ls  
a s  a  medium fo r  d e r iv in g  rep lacem ent c o s t .  One acco u n tan t observes 
t h a t  a h ig h e r v a lu a tio n  on th e  s ta tem en t o f f in a n c ia l  p o s i t io n  
in d ic a te s  to  th e  re a d e r  o f  th e  s ta tem en t th a t  c o s t o f rep lacem ent 
w i l l  be much h ig h e r th an  th e  h i s t o r i c a l  c o s t ,  and th a t  i t  i s  n e ce ssa ry  
to  make p ro v is io n s  f o r  t h i s  h ig h e r replacem ent c o s t .22 Furtherm ore, 
showing a p p ra is a l  v a lu es  on th e  ba lance  sh e e t g iv es  i t  a  b e t t e r  
a p p ea ran ce .2^
O p p o sitio n . Although th e s e  argum ents have been advanced in  
fa v o r o f  p la c in g  a p p ra is a ls  (rep lacem en t c o s t)  on th e  b a lan ce  sh e e t , 
th e r e  i s  p le n ty  o f  o p p o s itio n  to  such a  move. The c r i t i c i s m  most 
f re q u e n tly  r a is e d  a g a in s t  th e  a p p ra is e r  by acco u n tan ts  i s  th e  
a p p r a i s e r 's  use  o f  su b je c tiv e  judgm ent.
^ J .  H. Worman, "A p p ra isa l V alues: T h e ir Treatm ent from an 
A ccounting V iew po in t,"  The Jo u rn a l o f Accountancy. XXXVIII (November, 
1924), 385.
John A* W ilson, "F ixed  A sse t A p p ra isa ls  and A ccounting ,"  
Canadian C harte red  A ccountant. XXX (F eb ruary , 1937)* 99.
23c . W. B airs tow , "A d ju stin g  th e  Books to  th e  A p p ra is a l ,"  The 
Jo u rn a l o f  Accountancy. XXXVIII (November, 1924), 380.
73
However, an B ig lis h  acco u n tan t says t h a t  th e  d e p re c ia tio n  
e s tim a te  which acco u n tan ts  c a lc u la te  so p r e c is e ly  i s  l i t t l e  b e t t e r  
th an  th e  a p p r a i s e r 1s e s t im a te ,24 According to  th e  accoun tan t making 
t h i s  o b se rv a tio n , th e n , i t  seems th a t  p ra c t ic in g  acco u n tan ts  should 
n o t c r i t i c i z e  th e  s u b je c t iv i ty  o f  rep lacem ent c o s t v a lu es  secured  
by th e  use o f  a p p ra is a ls ,  f o r  th e  amount re p o rte d  in  th e  accum ulated 
d e p re c ia tio n  account i s  j u s t  a s  s u b je c t iv e .  However, th e  ba lance  o f 
th e  accum ulated d e p re c ia tio n  account i s  l im ite d  to  th e  h i s t o r i c a l  
c o s t o f  th e  a s s e t ,  bu t th e  a p p ra is a l  v a lu e  has no such l im i ta t io n .
S t i l l ,  a cco u n tan ts  a re  n o t s k e p t ic a l  o f th e  a p p ra is e r  sim ply 
because o f  h is  u se  o f s u b je c t iv e  judgm ent. The experience  w ith  th e  
a s s e t  w riteu p s  o f  th e  tw e n tie s  and th e  writedowns o f  th e  t h i r t i e s  i s  
a  c o n s tan t rem inder o f how th e  unwise u se  o f a p p ra is a ls  can r e s u l t  in  
n ear d i s a s t e r .  Even b e fo re  t h i s  p e r io d , however, a cco u n tan ts  
suspec ted  th e  v a lu e s  a r r iv e d  a t  by a p p ra is e r s .  One accoun tan t 
su s p ic io u s ly  no ted  th a t  some a p p ra is a l  companies is s u e  a form o f 
c o n tra c t  in  which th ey  ag ree  to  make an a p p ra is a l  t h a t  s a t i s f i e s  
th e  c l i e n t ,  o r  no fe e  i s  c harged.25 Thus a c c o u n ta n ts , w hether o r  n o t 
f u l ly  j u s t i f i e d  in  t h e i r  o p p o s itio n  to  th e  use  o f  a p p ra is a ls ,  do have 
some d e fen se  f o r  t h e i r  p o s i t io n .
24**Depreciation and A p p ra is a l ,11 The A ccountant. LXXXIV 
(May 16 , 1931), 634.
^ A r th u r  k . Woodbury, "P h y s ic a l A p p ra isa l in  R e la tio n  to  
A ccountancy," The Jo u rn a l o f Accountancy. XI (December, 1910), U S .
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In  l i g h t  o f  t h i s  b r i e f  survey  o f  o p in io n s f o r  and a g a in s t th e  
use  o f  a p p ra is a ls  in  th e  f in a n c ia l  s ta te m e n ts , i t  may be observed 
th a t  a p p ra is a ls  do make th e  ba lance  sh e e t more m ean ingfu l. The 
method used in  g e t t in g  th e  a p p ra is a l  v a lu e  i s  im p o rtan t, however.
For in s ta n c e , th e  a p p ra is e r  may use h i s t o r i c a l  co s t a d ju s te d  by a 
p r ic e  in d ex , e i th e r  g e n e ra l o r s p e c i f i c ;  he may r e ly  on h is  knowledge 
o f  m arket supply and demand; he may u t i l i z e  c u rre n t m arket p r ic e s ;  
o r  he may use a number o f  o th e r  te c h n iq u e s , most o f which a re  too 
te c h n ic a l  and invo lved  to  be covered in  t h i s  s tu d y .
In  o th e r  word3, th e  a p p ra is e r  has such a  broad v a r ie ty  o f 
e s tim a tin g  methods a t  h i s  d is p o s a l  t h a t  no p re c is e  e x p la n a tio n  o f 
rep lacem ent c o s t can be g leaned from h is  a p p r a is a ls .  C onsequently , 
i t  i s  s t i l l  n e ce ssa ry  to  seek an e x p la n a tio n  o f  rep lacem ent c o s t in  
an o th e r a re a .
C urren t T ran sac tio n  Value
As may have been n o tic e d , a p p ra is a ls  do no t d i f f e r  m a te r ia l ly  
from  some o f th e  o th e r  methods o f fe re d  a s  means o f secu rin g  re p la c e ­
ment c o s t .  Indeed , one a u th o r has m entioned th a t  an a p p ra is a l  may 
be used a s  an a l t e r n a t iv e  to  c u rre n t m arket p r ic e  when such a  p r ic e  
i s  u n a v a i la b le .2 *^
26R obert T. Sprouse, and M aurice M oonitz, A T e n ta tiv e  S e t of 
Broad A ccounting P r in c ip le s  f o r  B usiness jfc ite rp rise s  [New York: 
American I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccoun tan ts , 1962), 27.
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S upporting  argum ents. However, th e  a u th o r who m entions th e  
use o f  a p p ra is a ls  n e v e r th e le s s  s tro n g ly  su p p o rts  th e  use of c u rre n t 
m arket p r ic e  a3 an ex p la n a tio n  o f rep lacem ent c o s t ,  e s p e c ia l ly  when 
th e  h i s t o r i c a l  c o s t i s  no lo n g er u s e fu l  as a m easure o f th e  a s s e t .
One may o b je c t t h a t  such use o f c u rre n t m arket p r ic e  i s  no t so 
o b je c tiv e  as h i s t o r i c a l  c o s t ,  s in c e  th e  l a t t e r  i s  e s ta b lis h e d  by an 
a c tu a l  m arket-determ ined  t r a n s a c t io n ,  whereas th e  form er i s  on ly  an 
amount p a id  by some o th e r  b u s in e s s . T his r a i s e s  th e  q u es tio n  o f 
w hether th e  m arket p r ic e  i s  any l e s s  o b je c tiv e  sim ply because i t  i s  
pa id  by some o th e r  company. I s  a t r a n s a c tio n  o b je c tiv e  evidence 
on ly  when th e  company in  q u e s tio n  i s  a p a r ty  to  th e  exchange?
According to  Sprouse and K oonitz , th e  answer i s  no; th e  
m arket p r ic e  i s  independent o f th e  e x p e c ta tio n s  o r p lan s  o f th e  
in d iv id u a l  e n t i t y .  T h ere fo re , i t  11. . . r e p re s e n ts  a n e u tr a l  evalu ­
a t io n  o f economic b e n e f i t s ,1'*17
F r i t z  Schm idt, an acco u n tan t who c o n tr ib u te d  many a r t i c l e s  
to  th e  rep lacem ent c o s t d is c u s s io n , a lre a d y  h e ld  t h i s  p o s i t io n  in  
1930. He argued th a t  th e  rep lacem ent c o s t o f an economic good i s  
th e  m arket p r ic e  p re v a i l in g  on th e  day o f  r e a l  o r  assumed re p la c e ­
m ent; f u r th e r ,  he adds, th e r e  i s  no need fo r  a  purchase to  be made on
27Ib id .
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th iB  d a te ,  no r i s  i t  n e c e ssa ry  fo r  rep lacem ent even to  be under 
c o n s id e r a t io n .^
N ev erth e le ss , can any b e n e f i t  be d e riv ed  from p lac in g  c u rre n t 
m arket v a lu es in  th e  ba lance  sh e e t?  G en era lly , such a  replacem ent 
c o s t ba lance  sh e e t i s  re v e a lin g  to  in d iv id u a ls  in te r e s te d  in  th e  
economic c o n d itio n  o f  th e  e n te r p r is e  on th e  ba lan ce  sh e e t d a te .  
H is to r ic a l  c o s t does n o t t e l l  much about th e  p re s e n t f in a n c ia l  
s t a t e  o f  th e  f irm . On th e  o th e r  hand, th e  rep lacem ent c o s t g ives 
th e  c u rre n t  m arket v a lu e  o f  each a s s e t ,  th e  on ly  va lue  on which 
th e  earn ing  c a p a c ity  o f  th e  f irm  can be b a se d .29
B esides p ro v id in g  a s o l id  b a s is  f o r  e v a lu a tin g  th e  ea rn in g  
c a p a c ity  o f  a  f irm , th e  u se  o f  rep lacem ent c o s t to  va lue  a s s e t s  may 
p ro v id e  o th e r  b e n e f i t s ;  fo r  exam ple, in  th e  v a lu a tio n  o f  m arketab le  
s e c u r i t i e s  a t  c u rre n t m arket v a lu e . T his method o f  v a lu a tio n  does 
away w ith  th e  c a rry in g  o f  id e n t i c a l  s e c u r i t i e s  a t  va ry ing  p r ic e s  
sim ply because th ey  were purchased  on d i f f e r e n t  d a te s .30  A lso , th e  
m an ip u la tio n  o f  p r o f i t s  by s e le c t iv e ly  choosing th e  s e c u r i t i e s  to  be 
so ld  i s  e lim in a te d , f o r  a l l  s e c u r i t i e s  a re  recorded  a t  th e  same v a lu e .
So c u rre n t m arket v a lu e  can be used to  advantage in  d e r iv in g  
rep lacem ent c o s t f o r  m arke tab le  s e c u r i t i e s ;  b u t ,  can i t  be used in
F r i t z  Schm idt, ••Importance o f  Replacement V a lu e ,11 The 
A ccounting Review. V (Septem ber, 1930), 239*
29 lb id .
^^Sprouse, and M oonitz, op . c i t * ,  27*
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g e tt in g  rep lacem ent c o s t fo r  in v e n to r ie s ?  I t  n o t only  can, bu t i s
a lre a d y  being  used to  a r r iv e  a t  th e  m arket v a lu e  f o r  in v en to ry
where i t  i s  low er than  c o s t .  T his m arket v a lu e  i s  synonymous w ith
rep lacem ent c o s t ;  and, m oreover, acco u n tan ts  have been u sin g  i t  fo r
over t h i r t y  y e a rs —but on ly  fo r  m arket d e c lin e s  in  in v e n to ry  v a lu e ,
31n o t m arket in c re a s e s .  Thus acco u n tan ts  have gained  v a lu a b le  
experience  in  th e  d e te rm in a tio n  o f  c u rre n t  m arket v a lu e  fo r  inven­
t o r i e s ,  experience  th a t  can p o s s ib ly  be used in  e v a lu a tin g  o th e r  
a s s e t s .
C urren t m arket va lue  and rep lacem ent c o s t . C urren t m arket 
v a lu e  seems to  be a  good e x p la n a tio n  o f rep lacem ent c o s t in  most 
c ircu m stan ces . I t  e x p la in s  rep lacem ent c o s t in  a  sim ple  and 
u n d e rs tan d ab le  manner; and , in  many c a se s , c u rre n t  m arket va lue  
does become replacem ent co st— f o r  in s ta n c e , where l i f o  i s  used in  
c a lc u la t in g  c o s t o f  s a l e s .
In  some c a se s , however, i t  i s  im p o ssib le  to  o b ta in  a c u rra n t 
m arket p r i c e .  In  p a r t i c u l a r ,  th e re  i s  p robab ly  no o rgan ized  m arket 
on which tw e n ty -s to ry  b u ild in g s  a re  r e g u la r ly  t ra d e d , n o r i s  th e r e  
an e s ta b l is h e d  m arket fo r  c e r ta in  sp e c ia liz e d  m achines. Only in  th e  
case  o f  in v e n to ry , m arke tab le  s e c u r i t i e s ,  and s e le c te d  p ie c e s  o f  
equipment i s  th e r e  g e n e ra lly  a sm oothly o p e ra tin g  m arke t.
31c . Rufus Rorem, "Replacem ent Cost in  A ccounting V a lu a tio n ,1' 
The A ccounting Review. IV (Septem ber, 1929), 167.
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I t  i s  p o s s ib le ,  o f  co u rse , to  use a s p e c i f ic  index  to  a d ju s t  
th e  h i s t o r i c a l  c o s t o f th e  a s s e ts  f o r  which th e re  i s  no m arke t, o r  an 
a p p ra is a l  o f  th e  a s s e t  may be made. B ut, th e  in s t a n t  th e se  o th e r  
d ev ices  a re  used to  ach iev e  rep lacem ent c o s t ,  c u rre n t  m arket va lue  i s  
no lo n g er be ing  used—i t  i s  abandoned fo r  o th e r  means.
Where th e r e  i s  a ch o ice  betw een using  c u rre n t  m arket va lue  
and an in d ex  number ad ju s tm en t, u s u a l ly  th e  c u rre n t t r a n s a c t io n  value  
should  be used because i t  g iv e s  a f ig u re  t h a t  can be more appro­
p r i a t e l y  c a l le d  rep lacem ent c o s t .  This i s  t ru e  because i t  i s  some­
tim es d i f f i c u l t  to  understand  th a t  a f ig u re  d e riv ed  from an index  
number ad justm en t can be c a l le d  rep lacem ent c o s t;  b u t c u rre n t m arket 
v a lu e  p re s e n ts  no such problem , f o r  i t  i s  easy  to  see  i t s  r e l a t io n  
to  rep lacem ent c o s t .
I t  i s  c le a r ,  th e n , t h a t  c u rre n t  m arket v a lu e  does have some 
advan tages over v a rio u s  o th e r  e x p la n a tio n s  o f  rep lacem ent c o s t;  
b u t c u rre n t  m arket v a lue  has some l im i ta t io n s ;  and th e se  l im i ta t io n s  
do p rev e n t i t  from g iv in g  th e  com prehensive d e f in i t io n  o f  re p la c e ­
ment c o s t t h a t  can e x p la in  th e  term  in  a uniform  manner under a l l  
c irc u m sta n ce s .
Cost o f  R ep lacing  S e rv ic e  P o te n t ia l
Most o f  th e  d e f in i t i o n s  examined so f a r  have d e a l t  w ith  th e  
rep lacem ent o f  th e  p h y s ic a l  a s s e t  o r  w ith  a  f ig u r e  th a t  i s  r e la te d  
to  some p h y s ic a l a sp e c ts  o f  th e  a s s e t .  For example, c u rre n t m arket 
v a lu e  i s  r e la te d  to  th e  p r ic e  o f  a  p h y s ic a l  o b je c t ,  and so i s  th e
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c o s t to  re p la c e  an a s s e t  on some f u tu re  d a te ;  th e  n ex t few p arag rap h s , 
however, ex p lo re  th e  u se  o f  rep lacem ent c o s t in  a d i f f e r e n t  manner— 
as th e  c o s t  o f  re p la c in g  th e  s e rv ic e  p o te n t ia l  o f  an a sse t*
E x p la n a tio n » The s e rv ic e  p o te n t i a l  o f  an a s s e t  in  most 
in s ta n c e s  r e f e r s  to  i t s  p ro d u c tiv e  c a p a c i ty . In  o th e r  words, th e  
c a p a c ity  o f  a  machine to  p r in t  120 pages p e r  m inute means th a t  i t  
has a  s e rv ic e  p o te n t ia l  o f  120 pages p e r m inute , and i t s  replacem ent 
c o s t i s  th e  c o s t to  buy a  machine t h a t  can p r in t  120 pages per 
m inu te .
Thus, where advances in  th e  c o n s tru c tio n  o f  p r in t in g  machines 
have enabled  m an u fac tu re rs  to  c o n s tru c t  a p r in t in g  p re s s  alm ost 
i d e n t i c a l  to  th e  120 page p e r m inute m achine, except t h a t  th e  new 
machine p r i n t s  240 pages p e r  m inu te , th e  replacem ent c o s t o f  th e  o ld  
p re s s  i s  n o t th e  c o s t o f  th e  new m achine, bu t o n e -h a lf  o f  t h i s  
amount. I t  i s  n o t th e  f u l l  c o s t because th e  new machine can re p la c e  
th e  p ro d u c tiv e  c a p a c ity  o f  two o ld  m achines; th a t  i s ,  o n e -h a lf  o f th e  
new machine can , c o n c e p tu a lly , re p la c e  th e  o ld  one*
I t  i s  p o s s ib le  t h a t  o th e r  c o s t concepts a re  r e la te d  to  t h i s  
case ; f o r  exam ple, i f  th e  o ld  p re s s  has no sa lv ag e  v a lu e , i t s  book 
v a lu e  i s  considered  a sunk c o s t .  S im ila r ly ,  th e  amount n ecessa ry  to  
a c q u ire  th e  e x tr a  p ro d u c tiv e  c a p a c ity  i s  an in c rem en ta l c o s t .
Although th e s e  c o s t concep ts  (sunk c o s t and in c rem en ta l c o s t)  a re
3 % . K* M ir r ie le e s ,  "U sing Replacem ent-V alue D ep rec ia tio n  in  
C o s ts ."  N.A.C.A. B u l le t in . XXV, S ec . I  (Kay, 1954), 1156.
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r e la te d  to  th e  p r in t in g  p re s s  example, t h e i r  im plem entation  i s  n o t 
d isc u sse d  because t h i s  s tu d y  i s  p r im a r ily  concerned w ith  rep lacem ent 
c o s t .
A dvantages. By u sin g  rep lacem ent c o s t in  th e  manner d e sc rib e d  
in  th e  p r in t in g  p re s s  example, a  firm  th a t  c o n s id e rs  t h i s  c o s t in  i t s  
d e c is io n s  on p r ic in g  and on c a lc u la t in g  d e p re c ia tio n  expense can 
r e a d i ly  m ain ta in  i t s  p ro d u c tiv e  c a p a c ity  over th e  long  run.33 
M oreover, th e  f irm  can probab ly  g iv e  i t s  s to c k h o ld e rs  and c re d i to r s  
ve ry  in fo rm a tiv e  f in a n c ia l  s ta te m e n ts .
In  a d d it io n  to  m ain ta in in g  earn ing  power, t h i s  concept o f 
rep lacem ent c o s t i s  f l e x ib le  to  ap p ly . In  f a c t ,  a  la rg e  number o f  
d i f f e r e n t  means can be used to  d e r iv e  th e  f ig u re  th a t  re p re s e n ts  th e  
rep lacem ent c o s t o f an a s s e t :  c u rre n t m arket p r ic e  can be used to
d e r iv e  rep lacem ent c o s t f o r  an a s s e t  such a s  d e l iv e ry  equipment 
where th e r e  i s  a  fu n c tio n in g  m arket f o r  t h i s  good; e s tim a te s  from 
m anufac tu rers on th e  c o s t to  b u ild  an a s s e t  may be used fo r  a s s e ts  
t h a t  have no o rgan ized  m arket; and , where such e s tim a te s  a re  
u n a v a ila b le , s p e c i f ic  index  numbers may be u t i l i z e d  to  g e t rep lacem ent 
c o s t .
C onsequently , t h i s  d e s c r ip t io n  o f  rep lacem ent c o s t i s  no t 
l im ite d  by a  p a r t i c u l a r  te c h n iq u e , a s  some of th e  o th e r  in te r p r e ta ­
t io n s  w ere; i t  encompasses many methods o f  d e te rm in in g  rep lacem ent
U n o f f i c i a l  D ecisions and R e leases : The A ccounting 
Im p lic a tio n s  o f  Changing Money V a lu es ,"  oj>. c i t . ,  253.
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c o s t and a llow s th e  acco u n tan t to  d ec id e  which one b e s t  re p re s e n ts  
rep lacem ent c o s t .
This ap p aren t g e n e ra l i ty  o f  rep lacem ent c o s t ,  when d e sc rib e d  
a s  th e  c o s t to  re p la c e  p ro d u c tiv e  c a p a c ity , does n o t mean i t  i s  a 
w idely  used e x p la n a tio n . On th e  c o n tra ry , t h i s  n o tio n  o f  r e p la c e ­
ment c o s t i s  no t g e n e ra lly  u sed , and fo r  a  good reason— i t  i s  
d i f f i c u l t  to  d e r i v e . The co s t to  re p la c e  th e  s e rv ic e  p o te n t ia l  
o f  a  r a i l r o a d  i s  p robab ly  im p o ss ib le , o r  a t  l e a s t  h ig h ly  im p ra c t ic a l ,  
to  a s c e r ta in  w ith  any deg ree  o f accu racy .
This d e s c r ip t io n  o f  rep lacem ent c o s t i s  a ls o  a b s t r a c t ,  and 
because most acco u n tan ts  a r e  d a i ly  invo lved  in  th e  m an ipu la tion  o f 
c o n c re te  d a ta ,  th ey  a re  g e n e ra lly  u n in te re s te d  in  a b s tru s e  th e o r ie s — 
c o n c re te , w orkable tech n iq u es w i l l  u s u a l ly  a t t r a c t  t h e i r  a t t e n t io n .  
T h ere fo re , th e  accoun ting  jo u rn a ls  a re  r e p le te  w ith  a r t i c l e s  on 
th e  use  o f  v a rio u s  methods to  o b ta in  rep lacem ent c o s t .
On th e  w hole, i t  seems th a t  d e sc r ib in g  rep lacem ent c o s t as 
th e  ex p en d itu re  n e ce ssa ry  to  re p la c e  th e  s e rv ic e  p o te n t ia l  o f  an 
a s s e t  p ro v id es an e x p la n a tio n  th a t  i s  more g e n e ra l and u n iv e r s a l ly  
a p p lic a b le  than  any o f  th e  o th e r  d e f in i t io n s  j u s t  rev iew ed. I t  i s  
an a c c e p ta b le  d e f in i t io n  f o r  a s s e t s  th a t  have no c u rre n t m arket 
p r i c e ,  a s w e ll a s  f o r  th e  ones t h a t  a re  bought and so ld  d a i ly .  
A lthough i t  i s  an a c c e p ta b le  d e f in i t io n  f o r  most a s s e t s ,  th e  coBt to
^ Ja m e s  C. B onbrigh t, "R a ilro ad  V a lu a tio n  With S p e c ia l 
R eference to  th e  O 'F a llo n  D e c is io n ,"  The American Economic Review, 
XVIII (March, 1928), 195.
82
re p la c e  th e  s e rv ic e  p o te n t ia l  i e  g e n e ra lly  a p p lied  on ly  to  long-te rm  
a s s e t s  s in c e  th ey  a re  th e  a s s e ts  u s u a lly  p o ssess in g  th e  s e rv ic e  
p o te n t ia l  in  a  b u s in e s s . This d e f in i t i o n ,  then, overlooks th e  c u rre n t 
a s s e t s  o f  th e  b u s in e ss .
I I I .  A PROPOSED REPLACEMENT COST DEFINITION
I t  i s  p o s s ib le  to  c o n s tru c t a g e n e ra lly  a p p lic a b le  d e f in i t io n  
o f  rep lacem ent c o s t by m odifying s l i g h t l y  th e  l a s t  d e s c r ip t io n ;  
t h a t  i s ,  by changing th e  c o s t to  re p la c e  th e  s e rv ic e  p o te n t ia l  to  
th e  c o s t to  re p la c e  th e  earn ing  p o te n t i a l .  Thus, rep lacem ent c o s t 
can be d e sc rib e d  as th e  c o s t to  re p la c e  th e  ea rn in g  p o te n t ia l  o f  an 
e x is t in g  a s s e t  w ith  a s im ila r  a s s e t ;  in  o th e r  words, th e  c o s t to  
re p la c e  a  b u ild in g  w ith a s im ila r  b u i ld in g , a  tru c k  w ith  a s im ila r  
t r u c k ,  and so f o r th .  Such a d e f in i t io n ,  th en , encompasses s h o r t­
term  a s s e ts  a s  w e ll a s  lo ng -te rm  a s s e t s .
For example, th e  rep lacem ent c o s t o f a r e f r i g e r a t o r  c a r r ie d  
in  th e  in v en to ry  o f  an ap p lian ce  s to re  i s  th e  c o s t fo r  an o th e r 
s im ila r  r e f r i g e r a t o r  t h a t  w i l l  b r in g  th e  s to re  th e  same p r o f i t  ( t h a t  
i s ,  th e  same g ro ss  m argin p e rc e n t)  a s  th e  p re se n t one. In  t h i s  way, 
changes in  th e  s ty l e  o r  th e  d u r a b i l i ty  o f  r e f r i g e r a to r s  w i l l  n o t 
make i t  im p o ssib le  to  secu re  t h e i r  rep lacem ent c o s ts  because exac t 
d u p lic a te s  a re  u n a v a ila b le . M oreover, c u rre n t m arket p r ic e  may 
p ro v id e  th e  b e s t  approxim ation  o f  replacem ent c o s t in  t h i s  c a se .
C urren t m arket v a lu e , however, may no t be th e  b e s t  approx­
im a tio n  o f  th e  rep lacem ent c o s t f o r  equipment used in  a  fa c to ry
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s in c e  th e r e  may be no o p e ra tin g  m arket fo r  t h i s  equipm ent. Con­
se q u e n tly , some o th e r  tech n iq u e  must be used to  o b ta in  a  rep lacem ent 
c o s t va lue  fo r  th e  equipm ent. In  l i n e  w ith  th e  d e f in i t io n  g iven  
above, s e v e ra l  tech n iq u es  can be u t i l i z e d ;  index  number a d ju s tm en ts , 
a p p ra is a ls ,  o r  an e s tim a te  o f th e  co s t to  make th e  equipm ent.
I f  an index  (a  s p e c i f ic  index  o f th e  m arket p r ic e  o f  t h i s  
k ind  o f  a s s e t ,  o r  an index  f o r  each o f  th e  component c o s ts  o f  th e  
a s s e t )  i s  used , th e  h i s t o r i c a l  c o s t i s  a d ju s te d  to  a c u rre n t c o s t 
th a t  i s  approx im ate ly  th e  c o s t to  re p la c e  th e  ea rn in g  p o te n t ia l  o f  
th e  a s s e t .  An a p p ra is a l  g iv es  th e  same type  o f  in fo rm a tio n , bu t i t  
i s  d e riv e d  by an a p p ra is e r  who i s  o u ts id e  th e  b u s in ess  and , conse­
q u e n tly , a c t in g  as a  more o r  l e s s  independent agent in  a r r iv in g  a t  
h i s  e s t im a te . I t  may be p o s s ib le  to  o b ta in  an a c c u ra te  e s tim a te  o f 
th e  c o s t to  re p la c e  th e  earn ing  p o te n t ia l  o f  th e  a s s e t  now being  
used by re q u e s tin g  a m anufactu rer to  make an e s tim a te  o f th e  c o s t 
to  re p la c e  t h i s  type  o f  equipm ent.
G ranted, th e s e  methods o f  g e t t in g  replacem ent c o s t do have 
some w eaknesses, and th ey  were p o in ted  ou t in  th e  p reced ing  discuB - 
s io n ;  b u t ,  a  tech n iq u e  should n o t be d isc a rd e d  m erely  because i t  i s  
la c k in g  in  p e r f e c t io n .  Some a cc o u n ta n ts  a re  r e lu c ta n t  to  accep t any 
e x p la n a tio n  o f  rep lacem ent c o s t because th e  methods f o r  d e r iv in g  i t  
c o n ta in  some f law , m inute o r  m ajo r,35 However, i t  seems in c o n s is te n t
35John P eo p les , ’'D ep re c ia tio n  C a lcu la ted  on Replacement Cost 
V ersus D e p rec ia tio n  on H is to r ic a l  C o s t,11 The New York C e r t i f ie d  
P u b lic  A ccountan t. XXIII (A p r i l ,  1953), 248.
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f o r  acc o u n ta n ts  to  c r i t i c i z e  th e  im p e rfec tio n s  p re se n t in  some o f  
th e  methods suggested  f o r  d e r iv in g  rep lacem ent c o s t and, on th e  
o th e r  hand, to  overlook  th e  weaknesses o f  some w idely  used accoun ting  
p ro ce d u res .
For example, th e  d ev ices  used by acco u n tan ts  to  a r r iv e  a t  th e  
c o s t  o f  s a le s  a r e  n o t p e r f e c t ,  and p rocedures used in  making year-end  
ad ju s tm en ts  a re  n o t com pletely  f r e e  o f  d e f e c ts .
One w ell known acco u n tan t has no ted  th a t  th e  p r a c t i t io n e r s  
and academ icians ad v o ca tin g  th e  use o f rep lacem ent c o s t cannot even 
a g ree  on how i t  i s  to  be de te rm ined . C onsequently , he su rm ises th a t  
i t  i s  im p o ssib le  to  put such an id ea  in to  p r a c t i c e .3°
Many Ways o f D eriv ing  Replacement Cost
S t i l l ,  a  v a r ie ty  o f  means fo r  im plem enting rep lacem ent c o s t 
shou ld  n o t cause th e  accoun ting  p ro fe s s io n  to  r e c o i l  in  h o rro r  from 
i t s  u se . D e p rec ia tio n  expense can be c a lc u la te d  in  a  number o f  
d i f f e r e n t  ways: s t r a ig h t  l i n e ,  sum o f  th e  y e a rs  d i g i t s ,  d e c lin in g
b a la n c e —to  name ju s t  a  few . A ccoun tan ts , n e v e r th e le s s ,  do no t 
o b je c t  to  th e  c a lc u la t io n  o f d e p re c ia t io n  expense; in  f a c t ,  th ey  a re  
v e ry  u p se t i f  a b u s in e ss  t r i e s  to  avo id  re p o r t in g  d e p re c ia tio n  
expense on i t s  income s ta te m e n t.
I t  seems p la u s ib le  to  u t i l i z e  a  number o f  methods f o r  g e t t in g  
rep lacem ent c o s t in  th e  same manner t h a t  s e v e ra l  tech n iq u es  can be
3^E ric  L. K ohler, •'Why Not R e ta in  H is to r ic a l  Cost?1* The 
Jo u rn a l o f  A ccountancy. CXVI (O ctober, 1963)» 38 .
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used in  c a lc u la t in g  d e p re c ia tio n  expense* In  o th e r  words, to  compute 
d e p re c ia tio n  expense, th e  c o s t o f  th e  a s s e t  consumed in  th e  c u rre n t 
p e rio d  o f  o p e ra tio n s  i s  d e riv ed  by th e  s t r a ig h t  l i n e ,  d e c lin in g  
b a la n c e , o r some e q u a lly  a c c e p ta b le  method; and in  d e r iv in g  re p la c e ­
ment c o s t ,  th e  c o s t to  re p la c e  th e  ea rn in g  p o te n t ia l  o f  an a s s e t  i s  
a r r iv e d  a t  by th e  use  o f  index  numbers, c u rre n t m arket v a lu e , o r 
a p p r a is a ls .
Of co u rse , th e  d e p re c ia tio n  expense i s  l im ite d  to  th e  h i s to r ­
i c a l  c o s t o f  th e  a s s e t—a c o s t which s e t s  an upper l im i t  on th e  
amount o f  d e p re c ia tio n  th a t  can be charged a g a in s t  revenue f o r  each 
a s s e t .  Replacement c o s t ,  on th e  o th e r  hand, has no such b u i l t - i n  
l im i t ;  a cc o rd in g ly , perhaps th e  h i s t o r i c a l  c o s t o f  an a s s e t  a f t e r  
b e ing  a d ju s te d  by a g e n e ra l p r ic e  index  could be used as th e  upper 
l im i t  on th e  rep lacem ent c o s t o f  any p a r t i c u l a r  a s s e t .
In  c o n c lu s io n , i t  seems th a t  d e sc r ib in g  rep lacem ent c o s t as 
th e  c o s t to  re p la c e  th e  ea rn in g  p o te n t ia l  o f  an a s s e t  w ith  a  s im ila r  
a s s e t  does p ro v id e  a d e f in i t io n  th a t  can be used to  e x p la in  re p la c e ­
ment c o s t  a d eq u a te ly ; in  a d d i t io n ,  t h i s  ex p la n a tio n  a llow s a  number 
o f  p rocedures to  be used in  o b ta in in g  rep lacem ent c o s t ,  and th e re fo re  
th e  weaknesses o f  any p a r t i c u l a r  tech n iq u e  do n o t in v a l id a te  th e  
d e f in i t i o n .
IV . SUMMARY
In  look ing  over th e  m u ltitu d e  o f  meanings a tta c h e d  to  re p la c e ­
ment c o s t ,  i t  i s  e v id e n t t h a t  most o f  them a re  l im ite d  in  scope; more
86
s p e c i f i c a l l y ,  th e y  apply  o n ly  to  lo n g -te rm  a s s e ts  o r  sh o r t- te rm  
a s s e t s ,  o r  th ey  can on ly  be used to  d e sc r ib e  th e  c o s t to  re p la c e  an 
a s s e t  on some fu tu re  d a te .  As a  r e s u l t ,  th e s e  d e f in i t io n s  do no t 
g iv e  an e x p la n a tio n  th a t  i s  very  u s e fu l  in  an a ly z in g  th e  replacem ent 
c o s t concep t.
For t h i s  re a so n , a  d e f in i t io n  o f rep lacem ent c o s t  th a t
encompasses a l l  usages o f  th e  term  (ex c ep t th e  c o s t to  re p la c e  an
a s s e t  on a  fu tu re  d a te )  was developed . T his d e s c r ip t io n  o f re p la c e ­
ment c o s t p ro v id es a ve ry  u s e fu l  fo u n d atio n  f o r  th e  e x te n s iv e  rev iew  
o f th e  rep lacem ent c o s t concept in  a  succeeding  c h a p te r .
The nex t c h ap te r  e x p lo re s  th e  p o s s ib le  r e s u l t s  th a t  can a r i s e
from th e  use  o f  rep lacem ent c o s t in  th e  acco u n tin g  p ro c e ss . Both 
th e  income sta tem en t and th e  ba lan ce  sh e e t a re  in v o lv ed , and th e  
im pact o f rep lacem ent c o s t  on th e s e  s ta te m e n ts  i s  examined in  o rd e r  
to  i l l u s t r a t e  i t s  e f f e c t s  on o p e ra tin g  r e s u l t s  and f in a n c ia l  
p o s i t io n .
CHAPTER V
UTILIZATION OF REPLACSiENT COST: ITS IMPACT
ON PROFITS AND FINANCIAL POSITION
Now th a t  a  d e f in i t i o n  o f  rep lacem ent c o s t has been e s ta b l is h e d , 
i t  i s  im portan t to  e s ta b l is h  an u n ders tand ing  o f  some rep e rc u ss io n s  
on th e  f in a n c ia l  s ta te m e n ts  th a t  a r i s e  from th e  employment o f  
rep lacem ent c o s t .  Using rep lacem ent c o s t w i l l  no t on ly  in f lu e n c e  
th e  a s s e t  v a lu es  appearing  on th e  b a lan ce  s h e e t ,  bu t w i l l  a ls o  
d e te rm in e , to  some e x te n t ,  th e  s iz e  o f th e  n e t p r o f i t  f ig u re  p resen ted  
in  th e  income s ta te m e n t. To p rov ide  a c o n cre te  example o f some o f  
th e s e  consequences, s e v e ra l h y p o th e t ic a l  cases  a re  i l l u s t r a t e d  in  th e  
fo llo w in g  pages.
F i r s t ,  th e  r e s u l t s  o f  u s in g  rep lacem ent c o s t in  th e  v a lu a tio n  
o f  c u rre n t a s s e t s ,  p a r t i c u l a r l y  m erchandise in v e n to ry , a re  i l l u s ­
t r a t e d ;  th a t  i s ,  a num erica l example i s  used to  dem onstra te  th e  
e f f e c t  on in v en to ry  v a lu e  o f u sin g  rep lacem ent c o s t d u rin g  p e rio d s  
o f  both  r i s in g  and f a l l i n g  p rice s*  Second, th e  im pact o f  rep lacem ent 
c o s t u t i l i z a t i o n  in  th e  v a lu a tio n  o f long -te rm  a s s e ts  i s  c o n sid e red , 
e s p e c ia l ly  th e  e f f e c t  o f u s in g  rep lacem ent c o s t in  th e  v a lu a tio n  o f 
d e p re c ia b le  a s s e ts  such a s  b u ild In g a  and equipm ent. These exam ples, 
a lthough  n o t p re s e n tin g  any h i th e r to  unknown f a c e ts  o f  rep lacem ent 
c o s t ,  do p ro v id e  a  d e f i n i t e  i l l u s t r a t i o n  o f  many f a c to r s  en tang led  in  
th e  rep lacem ent c o s t argum ents.
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I .  CURRENT ASSETS
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Although th e  m a jo rity  o f  c u rre n t a s s e ts  a re  s ta te d  a t  t h e i r  
most re c e n t v a lu e , i t  i s  p o s s ib le  f o r  one o r more o f  th e  a s s e t s  to  
have an h i s t o r i c a l  c o s t th a t  i s  u n lik e  th e  replacem ent c o s t o f  th e  
a s s e t— th e  o u tla y  co s t o f in v en to ry  may be d i f f e r e n t  from i t s  
rep lacem ent c o s t ;  th e  h i s t o r i c a l  c o s t o f  sh o r t- te rm  s e c u r i t i e s  may be 
d i f f e r e n t  from t h e i r  rep lacem ent co s t (because t h i s  i s  t r u e  in  many 
c a se s , acco u n tan ts  o f te n  re p o r t  sh o r t- te rm  m arke tab le  s e c u r i t i e s  on 
th e  b a lan ce  sh e e t a t  t h e i r  c u rre n t m arket v a lu e ) . A ccord ing ly , an 
i l l u s t r a t i o n  o f  th e  outcome o f  u sin g  rep lacem ent c o s t in  c u rre n t 
a s s e t  v a lu a tio n  i s  g iven  w ith  p a r t i c u l a r  a t t e n t io n  being  pa id  to  th e  
use  o f  rep lacem ent c o s t in  v a lu in g  in v e n to ry .
In v en to ry  and Replacement Cost
Of th e  numerous a s s e ts  t h a t  can come under th e  in f lu e n c e  o f 
rep lacem ent c o s t ,  in v en to ry  i s  p robab ly  one o f th e  most e a s i ly  recog­
n iz a b le  ones, m ainly because businessm en a re  c o n s ta n tly  faced  w ith  th e  
problem  o f re p la c in g  in v e n to ry . For t h i s  rea so n , an in v e n to ry  
example i s  used to  dem onstra te  th e  r e s u l t s  o f employing replacem ent 
c o s t in  v a lu in g  c u rre n t a s s e t s .
In  o rd e r  to  avoid  an e x c e ss iv e ly  d e ta i le d  example, a  f irm  th a t  
s e l l s  only  one p roduct i s  c o n s id e re d . F i r s t ,  th e  firm  i s  considered  
as a r e t a i l  s to r e  th a t  buys a l l  o f i t s  m erchandise ready  f o r  s a le ;  
th e n , th e  s i t u a t io n  o f a m anu factu rer i s  co n sid ered —th e  m anufactu rer 
makes on ly  one p ro d u c t. A lso , th e  consequences o f r i s i n g  p r ic e s  and
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th e  r e s u l t s  o f  f a l l i n g  p r ic e s  on both th e  income sta tem en t and th e  
b a lan ce  sh ee t a re  i l l u s t r a t e d .  In  both  o f  th e se  in s ta n c e s  i t  i s  
assumed th a t  th e  firm s involved  a re  u sing  th e  f i f o  method o f ca lcu ­
l a t i n g  th e  co s t o f s a l e s .  To s im p lify  th e  example even more, th e  
ending in v en to ry  i s  assumed to  equal th e  beg inn ing  in v e n to ry , i . e . ,  
pu rchases e x a c tly  equal s a le s .
Assume th a t  a r e t a i l e r  has te n  u n i t s  o f in v en to ry  on hand 
a t  th e  beg inn ing  o f  a  p e r io d , and th a t  th e se  u n i ts  have a c o s t of
$1 p e r  u n i t  bo th  a t  th e  beg inn ing  and th e  end o f  th e  p e r io d . To
f u r th e r  s im p lify  th e  ca se , th e  s a le s  p r ic e  i s  assumed to  equal 
e x a c tly  th e  c u rre n t purchase  p r ic e ,  and th e  replacem ent c o s t o f  th e
ending in v en to ry  i s  $2 p e r u n i t .  The q u es tio n  now i s :  What v a lu e  o f
in v e n to ry  should appear on th e  ba lance  sh ee t?
Balance sh e e t e f f e c t s . I f  th e  h i s t o r i c a l  c o s t method i s  used, 
th e  v a lu e  fo r  th e  in v en to ry  on th e  b a lan ce  sh e e t i s  $10. This 
h i s t o r i c a l  c o s t method o f  re p o r t in g  in v en to ry  v a lu e  i s  g e n e ra lly  
fo llow ed  by most acco u n tan ts  in  p re se n tin g  th e  in v en to ry  v a lu e  on th e  
b a lan ce  s h e e t .
However, i f  th e  replacem ent co s t o f th e  in v en to ry  i s  u sed , th e  
in v en to ry  v a lu e  appears  on th e  ba lance  sh e e t a s  $20. T his h ig h e r 
v a lu e  r e f l e c t s  th e  coa t to  re p la c e  th e  u n i ts  o f in v en to ry  p re s e n tly  
on hand w ith  s im ila r  u n its*  The r e s u l t  in  t h i s  case i s  an in v en to ry  
f ig u re  on th e  ba lance  sh e e t h ig h e r than  th e  h i s t o r i c a l  c o s t ,  and t h i s  
g iv e s , among o th e r  th in g s ,  a  b e t t e r  c u rre n t  r a t i o  fo r  th e  b u s in e ss .
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Hany acco u n tan ts  o b je c t  to  such a  p rocedure  because th ey  
oppose th e  a n t ic ip a t io n  o f  any type  o f g a in —a p r a c t ic e  th a t  i s  
repugnant to  most a c c o u n ta n ts .^  There a r e ,  however, some acco u n tan ts  
who do argue in  fa v o r  o f  p re se n tin g  replacem ent c o s t on th e  ba lance  
sh e e t because i t  g iv e s  more in fo rm a tiv e  d a ta  to  th e  s ta tem en t re a d e r , 
p a r t i c u l a r ly  about th e  p re se n t c o n d itio n  o f th e  b u s in e s s .2 The 
ba lan ce  s h e e t ,  o f co u rse , does n o t p re s e n t  th e  e n t i r e  p ic tu re  o f  th e  
b u s in e s s , and i t  i s  n ecessa ry  to  co n sid e r a ls o  th e  in f lu e n c e  
replacem ent c o s t has on th e  income s ta te m e n t.
Income sta tem en t r e s u l t s . The prim ary e f f e c t  on t h i s  
s ta tem en t i s  a low er f ig u re  f o r  c o s t o f s a le s ;  th a t  i s ,  th e  ca lcu ­
l a t i o n  o f  th e  ending in v en to ry  on th e  b a s is  o f  rep lacem ent c o s t w i l l  
r e s u l t  in  a low er c o s t o f s a le s  f ig u r e ,  and consequen tly  a h ig h e r 
n e t  p r o f i t  from o p e ra t io n s .
In  o rd e r  to  p ro v id e  a c le a r  i l l u s t r a t i o n  o f th e  d i f f e r e n t  
e f f e c t s  on th e  income sta tem en t caused by th e  h i s t o r i c a l  c o s t 
tech n iq u e  and th e  replacem ent c o s t method, income i s  f i r s t  c a lcu ­
la te d  in  an example u sin g  h i s t o r i c a l  c o s t .  Tne in fo rm a tio n  in  t h i s
^W ilbert £ . K arrenbrock , and H arry Simons, In te rm ed ia te  
A ccounting ( t h i r d  e d i t io n ;  Chicago: South-W estern P u b lish in g  
Company, 1958), 48 .
^ F r i tz  Schm idt, "Im portance o f Replacement V a lu e ,” The 
A ccounting Review. V (Septem ber, 1930), 239.
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example i s  based on th e  assum ption th a t  p r ic e s  have remained s ta b le *  
The h i s t o r i c a l  c o s t income sta tem en t i s  shown below:
S a le s
Beginning in v en to ry  
P urchases
Goods a v a i la b le  fo r  s a le  
Ending in v en to ry
Cost o f  s a le s
P r o f i t
On th e  o th e r  hand, i f  rep lacem ent c o s t i s  used to  c a lc u la te  
th e  p r o f i t ,  th e  fo llo w in g  income s ta tem en t i s  d e r iv e d :
S a le s  $100
B eginning in v en to ry  $ 10
Purchases 100
Goods a v a i la b le  f o r  s a le  $110 
B iding  in v e n to ry  20
Cost o f  s a le s  90
P r o f i t  $ 10
T his $10 • 'p ro fit* ' ap p ea rs  on th e  income s ta tem en t because th e  
rep lacem ent c o s t o f th e  ending in v e n to ry , which i s  h ig h e r than  th e  
h i s t o r i c a l  c o s t ,  i s  used to  c a lc u la te  th e  c o s t o f  s a l e s ,  th e reb y  
g iv in g  re c o g n itio n  to  th e  h ig h e r in v en to ry  v a lu e . I t  may be argued 
t h a t  th e  $10 i s  p r o f i t  because th e  a s s e ts  owned by th e  b u s in e ss  a re  
now more v a lu a b le  th an  th ey  were a t  th e  beg inn ing  o f  th e  p e rio d ;
$100
$ 10 
100
$110
10
100
- 0-
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however, acco u n tan ts  g e n e ra lly  do n o t reco g n ize  th e  ga in  because i t
P e rp e tu a l in v en to ry  method and r i s in g  p r i c e s . Although th e  
p e r io d ic  method o f c a lc u la t in g  c o s t o f s a le s  was used in  th e  p reced ing  
example, th e  p e rp e tu a l  method can be u t i l i z e d ,  and th e  n ex t example 
i s  designed  to  i l l u s t r a t e  i t s  u se . In  c o n tr a s t  to  th e  f i r s t  exam ple, 
p r ic e s  a re  assumed to  be r i s i n g ,  and, a s a  r e s u l t ,  both th e  s e l l in g  
p r ic e  and th e  purchase  p r ic e  a re  going up . In  a d d it io n ,  i t  i s  assumed 
th a t  th e  firm  s e l l s  te n  u n i ts  fo r  each s a le ,  and pu rchases th e  same 
number o f u n i t s  f o r  each p u rch ase . As a lre a d y  m entioned, th e  firm  
i s  fo llo w in g  th e  f i f o  in v e n to ry  method and s e l l in g  p r ic e  i s  th e  
same a s  th e  c u rre n t purchase p r i c e .  A lso , th e  f i r s t  purchase i s  
made a t  th e  same tim e a s  s a le  " b ,"  and th e  second purchase  i s  
s im ultaneous w ith  th e  "c "  s a le ,  and so f o r th .  Table I ,  on page 93, 
p re s e n ts  th e  in fo rm a tio n  fo r  th e  h i s t o r i c a l  c o s t method.
As in d ic a te d  in  th e  r ig h t  column, t h i s  method o f  computing 
p r o f i t  r e s u l t s  in  a $10 g a in ; a  ga in  t h a t  a r i s e s  because th e  c o s t 
o f  th e  e a r l i e s t  in v en to ry  on hand i s  charged a g a in s t  th e  revenue. On 
th e  o th e r  hand, i f  rep lacem ent c o s t i s  used to  compute th e  c o s t o f  
s a l e s ,  no p r o f i t  a r i s e s .  This i s  i l l u s t r a t e d  by Table I I  on 
page 94.
3
i s  u n re a l iz e d .
^W illa rd  J .  Graham, "D efin ing  Incom e," The Jo u rn a l o f 
Accountancy. CX (A ugust, I9 6 0 ) , 30 .
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TABLE I
PROFIT CALCULATION USING HISTORICAL COST
S a le Purchase
Cost o f  
S a le s  
( f i f o )
S e l l in g
P r ic e
P r o f i t
a $10* $10 $12 $2
b 12 12 14 2
c 14 14 16 2
d 16 16 IS 2
e 16 IS 20 _2
T o ta ls $60 $70 $80 $10
Sources O rig in a l 
*  Beginning in v en to ry
In  Table I I  th e  use  o f  rep lacem ent c o s t to  c a lc u la te  th e  
c o s t  o f  s a le s  e ra se s  th o se  p r o f i t s  shown in  th e  f i r s t  t a b le  where 
f i f o  and h i s t o r i c a l  c o s t were used in  c a lc u la t in g  c o s t o f  sa les*  
No p r o f i t  r e s u l t s  when rep lacem ent c o s t i s  used because th e  most 
u p - to -d a te  in v en to ry  c o s t i s  charged a g a in s t  s a le s ;  a s  a  r e s u l t ,  
no i l l u s o r y  p r o f i t s  a r i s e  because  o f th e  changes in  th e  v a lu e  o f 
in v e n to ry .
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TABLE II
PROFIT CALCULATION USING REPLACEMENT COST
S ale Purchase
Cost o f  
S a les^
S e ll in g
P ric e P r o f i t
a $10* $12 $12 -0 -
b 12 14 14 -0 -
c 14 16 16 -0 -
d 16 18 IS -0 -
e 18 20 20 -0 -
T o ta ls $60 $80 $80 -0 -
Source: O rig in a l
* B eginning in v en to ry  ^Based on rep lacem ent co s t
Use o f  l i f o . The same r e s u l t s  as th o se  secured  from using  
rep lacem ent c o s t can be o b ta in ed  from th e  use o f  l i f o  i f  th e  firm  
makes a  purchase b e fo re  any o f  th e  beg inn ing  in v en to ry  i s  s o ld . For 
example, i f  th e  p reced in g  in s ta n c e  o f rep lacem ent c o s t u t i l i z a t i o n  i s  
m odified  so th a t  pu rchase  ,,a M c o in c id e s  w ith  o r  s l i g h t l y  p recedes 
s a le  "a,** th e  l i f o  c o s t o f  s a le s  w i l l  correspond to  th e  replacem ent 
c o s t o f  th e  goods s o ld . Although t h i s  example i s  obv iously  very  
sim p le , many b u s in e ss  c ircum stances a r e  q u i te  s im ila r ;  in  f a c t ,  one
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a u th o r has sa id  th a t  th e  use o f  l i f o  i s  in  r e a l i t y  a  u se  o f 
rep lacem ent c o s t th a t  i s  condoned by a c c o u n ta n ts .^
Replacement co s t low er th an  h i s t o r i c a l  c o s t . The examples 
ju s t  p resen ted  i l l u s t r a t e  th e  in f lu e n c e  on th e  ba lance  sh e e t and 
th e  income sta tem en t o f a rep lacam ent co s t t h a t  i s  h ig h e r than  
h i s t o r i c a l  c o s t;  n e v e r th e le s s , i t  i s  j u s t  as p o s s ib le  f o r  th e  
replacem ent c o s t to  be lower th an  th e  h i s t o r i c a l  c o s t .  A ccordingly , 
th e  fo llow ing  examples dem onstra te  how such a co n d itio n  a f f e c t s  th e  
ba lan ce  sh e e t and th e  income s ta te m e n t.
Once m ore, beg inn ing  and ending in v en to ry  a re  assumed to  
c o n ta in  th e  same number o f  u n i t s ,  and th e  number o f u n i ts  purchased 
eq u a ls  th e  number o f  u n i ts  s o ld . In  p a r t i c u l a r ,  co n sid er th e  
r e t a i l e r  who has te n  u n i ts  o f p roduct in  both h is  beg inn ing  and 
ending in v e n to ry ; th e  p e r u n i t  c o s t o f  bo th  in v e n to r ie s  i s  $2, and 
th e  replacem ent c o s t o f  th e  ending in v en to ry  i s  $1 p e r  u n i t .  The 
ba lan ce  sh e e t p repared  a t  th e  end o f  th e  p e rio d  w i l l  e x h ib i t  th e  
m erchandise in v e n to ry  in  th e  fo llo w in g  manner:
M erchandise In v en to ry  ( a t  low er o f  c o s t o r  m arket) $10
In  o th e r  words, th e  p rocedure  o f  re p o r t in g  in v en to ry  a t  low er 
o f  c o s t o r  m arket p ro v id es  th e  same r e s u l t s  th a t  rep lacem ent c o s t 
g iv e s , when th e  replacem ent c o s t i s  low er th an  h i s t o r i c a l  c o s t .  'Hiis
^John Coughlan, MThe G uises o f  Replacem ent C o s t,"  The 
A ccounting Review. XXXTI ( J u ly , 1957), A39«
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g e n e ra lly  accep ted  use o f  th e  low er in v en to ry  va lue  i s  u su a lly  
j u s t i f i e d  by th e  d o c tr in e  o f conserva tism , n o t by any rep lacem ent 
c o s t  a rgum ent.5
Income sta tem en t e f f e c t s . Market d e c lin e s  in  in v en to ry  have 
been en te red  in  th e  accoun ts o f  b u s in e sse s  fo r  a  number o f y e a rs  by 
a c c o u n ta n ts . The most n o tic e a b le  argument th a t  has developed from 
t h i s  p r a c t ic e  concerns th e  method o f  re p o r t in g  any m a te r ia l  d e c lin e s  
in  in v en to ry —w hether such d e c lin e s  in  va lue  should be recognized  in  
th e  co s t o f  s a le s  f ig u re ,  o r w hether th ey  should be rep o rte d  
s e p a ra te ly .^
O bviously , th e  e f f e c t  on th e  income sta tem en t o f a re p la c e ­
ment c o s t low er than  th e  h i s t o r i c a l  c o s t w i l l  be th e  o p p o s ite  from 
th a t  where replacem ent c o s t i s  th e  h ig h e r c o s t .  For example, th e  
r e t a i l e r  in  th e  p reced ing  i l l u s t r a t i o n  would have an income s t a t e ­
ment l ik e  th e  one shown a t  th e  to p  o f  th e  fo llo w in g  page. In  t h i s  
in s ta n c e , s a le s  a re  $100. The $10 lo s s  on t h i s  s ta tem en t i s  a t t r i b ­
u ta b le  to  th e  d e c lin e  in  value  o f  th e  in v en to ry ; th a t  i s ,  th e  low er 
rep lacem ent co s t o f  th e  ending in v en to ry  re s u l te d  in  a  h ig h e r c o s t o f  
s a le s  which caused th e  $10 l o s s .
-’C a rl T. Devine, "The Rule o f  Conservatism  Reexamined," 
Jo u rn a l o f A ccounting R esearch . I  (Autumn, 1963)» 127*
^K arrenbrock, and Simons, op . c l t . . 267.
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S a les $100
Beginning in v en to ry  
P urchases
$ 20 
100
Goods a v a i la b le  f o r  s a le  $120 
Ehding in v en to ry
( a t  rep lacem ent c o s t)  10
Cost o f  s a le s 110
P r o f i t m °i
Income sta tem en t in  a  p e rio d  o f f a l l i n g  p r ic e s * The above 
income sta tem en t i s  based on th e  assum ption th a t  p r ic e s  a re  s ta b le  
u n t i l  th e  end o f th e  p e r io d , a t  which tim e purchase p r ic e  d e c l in e s .
In  c o n tr a s t ,  th e  n ex t example dem onstra tes th e  consequences on th e  
income sta tem en t o f  f a l l i n g  p r ic e s  th roughou t th e  p e r io d . As in  
one o f  th e  p reced ing  c a se s , th e  p e rp e tu a l  in v en to ry  method i s  used 
in  t h i s  one, and th e  s a le s  a re  assumed to  equal th e  p u rch ases .
The nex t t a b l e ,  Table I I I ,  dem onstra tes th e  e f f e c t  on p r o f i t s  o f  
u s in g  h i s t o r i c a l  c o s t and a  f i f o  in v e n to ry  flow  assum ption . In  
t h i s  t a b le  s a le s  o f  te n  u n i ts  a re  made f o r  each s a le ,  and te n  
u n i ts  a re  bought f o r  each p u rch a se . The f i r s t  s a le  i s  H a," th e  
second i s  ,fb , f' and so f o r th .  The f i r s t  purchase  i s  " d, 11 th e  second 
« c ,"  and so on .
In  t h i s  example (which i s  s t ru c tu re d  so t h a t  c u rre n t s e l l in g  
p r ic e  i s  alw ays equal to  c u rre n t purchase p r ic e )  a lo s s  o f $10 a r i s e s
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because th e  o ld  in v e n to ry  c o s ts— h ig h e r th an  th e  p re s e n t  ones—a re  
charged a g a in s t  th e  s e l l in g  p r ic e ,  which i s  c o n s ta n tly  f a l l i n g .
TABLE I I I
PROFIT CALCULATION USING HISTORICAL COSTS IN A 
PERIOD OF FALLING PRICES
S ale Purchase
Cost o f 
S a le s  
( f i f o )
S e l l in g
P r ic e P r o f i t
a $20* $20 $18 $ (2 )
b 18 IS 16 ( 2)
c 16 16 14 (2)
d 1A 14 12 (2 )
e 12 12 10 JSl
T o ta ls $60 $80 $70 $ (10)
Source: O rig in a l 
* B eginning in v en to ry
The use  o f  rep lacem ent c o s t ,  on th e  o th e r  hand, w i l l  g ive a 
s i tu a t io n  in  which no p r o f i t  r e s u l t s ,  a s  i l l u s t r a t e d  in  Table IV*
No lo s s  i s  re p o r te d  when rep lacem ent c o s t i s  used because th e  
c u rre n t  c o s t o f  th e  in v e n to ry  i s  charged a g a in s t  s a le s ,  and because 
th e  s e l l in g  p r ic e  i s  assumed to  equal th e  c u rre n t  pu rchase  p r ic e  
(an  assum ption made to  s im p lify  th e  exam ple). '
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TABLE IV
PROFIT CALCULATION USING REPLACEMENT COSTS 
IN A PERIOD OF FALLING PRICES
S ale Purchase
Cost o f  
S a le s l
S e l l in g
P r ic e P r o f i t
a $20* $16 $18 - 0-
b IS 16 16 - 0-
c 16 14 14 - 0-
d 14 12 12 —0—
e 12 10 10
T o ta ls $60 $70 $70 - 0-
Source* O rig in a l
*  Beginning in v en to ry  •‘■Calculated on rep lacem ent c o s t
The re a d e r  h a s , no doub t, n o tic ed  th a t  th e s e  examples a re  
s im p le , and may th in k  th a t  perhaps th ey  a re  to o  sim ple* N ev erth e le ss , 
th e s e  i l l u s t r a t i o n s  do p ro v id e  c o n c re te  examples o f  th e  e f f e c t  o f  
u s in g  replacem ent c o s t in  th e  r e t a i l  o r  w holesale  f in n f s f in a n c ia l  
s ta te m e n ts : th e  in v en to ry  v a lu e , h ig h e r o r  low er th an  h i s t o r i c a l
c o s t ,  which appears on th e  ba lan ce  sh e e t;  th e  h ig h e r o r  low er p r o f i t  
f ig u r e ,  which i s  shown in  th e  income s ta te m e n t. There a r e ,  however, 
many firm s o p e ra tin g  th a t  do no t purchase  f in is h e d  goods fo r  r e s a l e ,  
b u t ta k e  raw m a te r ia ls  and co n v ert them in to  f in is h e d  goods which
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a re  then  s o ld . Almost a l l  m anufacturing  and raw m a te r ia l  p ro cess in g  
firm s f a l l  in  t h i s  c l a s s i f i c a t i o n .
M anufacturers and replacem ent c o s t . These b u s in e sse s  must 
u se  a d i f f e r e n t  approach to  th e  u t i l i z a t i o n  o f rep lacem ent co s t from 
th e  r e t a i l e r .  Although such an approach may seem d i f f i c u l t ,  o r  even 
im p o ss ib le , i t  i s  w orkable. One m anufactu rer, n o t o p e ra tin g  in  th e  
U nited S ta te s ,  has e s ta b lis h e d  a  system  fo r  in te g r a t in g  replacem ent 
c o s t d a ta  in to  th e  accoun ts o f  th e  b u s in e ss  th rough  th e  use o f 
stan d ard  c o s t s J
These stan d ard  c o s ts  a re  e s ta b l is h e d  when p r ic e s  a re  a t  some 
p a r t i c u la r  l e v e l ;  th e n , whenever th e r e  i s  a s ig n i f ic a n t  change, 
e i th e r  an in c re a s e  o r  a d e c re a se , in  any o f th e  c o s t components used 
in  s e t t in g  th e  s tan d ard  c o s ts ,  th e se  s tan d ard  c o s ts  a r e  a d ju s te d . In  
a d d it io n , an annual a p p ra is a l  o f  th e  s tan d a rd  c o s ts  i s  made to  
determ ine  th a t  no s ig n i f ic a n t  c o s t change r e la te d  to  th e  s tan d ard  c o s t
g
i s  overlo o k ed . T his p rocedure  fo r  u t i l i z i n g  rep lacem ent c o s t in  a 
m anufacturing  f irm  w i l l  se rv e  a s  a b a s is  fo r  th e  nex t example o f 
rep lacem ent c o s t u t i l i z a t i o n .
In  t h i s  example th e  m anufactu rer i s  producing  a  p roduct which 
i s  m anufactured by combining one u n i t  o f  raw m a te r ia l  w ith  one u n i t  
o f  la b o r ;  f o r  added s im p lic i ty  overhead burden i s  o m itte d . The
?A. Goudeket, "An A p p lica tio n  o f  Replacement Value T heory,11 
The Jo u rn a l o f Accountancy. CX ( J u ly ,  I9 6 0 ) , 39 .
8I b id .
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stan d ard  c o s ts  o f  $1 f o r  m a te r ia l  and $2 f o r  la b o r  were o r ig in a l ly  
e s ta b lis h e d  when th e  index  o f m a te r ia l  p r ic e s  was 100 and th e  index  
o f  la b o r  c o s ts  was a ls o  100 ( th e s e  index  numbers a re  h y p o th e t ic a l,  
and a re  assumed to  be 100 f o r  th e  y e a r  th e  s tan d ard  c o s ts  were 
e s ta b lis h e d  in  o rd e r  to  make th e  ad ju stm en ts  c le a r  and re a d i ly  
u n d e rs ta n d a b le ) .
R isin g  p r i c e s . Because i t  i s  im possib le  fo r  a  firm  to  a d ju s t  
c o n tin u a lly  i t s  s tan d ard  c o s ts  f o r  m arket p r ic e  changes—f o r  example, 
d a i ly  ad ju stm en ts— th e  c o s ts  in  t h i s  i l l u s t r a t i o n  a re  changed quar­
t e r l y ;  co n seq u en tly , th e  fo llow ing  ta b le s  c o n ta in  on ly  q u a r te r ly  index  
numbers f o r  th e  la b o r  c o s ts  and m a te r ia l  c o s ts .  Table V dem onstra tes 
th e  a d ju s te d  stan d ard  la b o r  c o s ts  f o r  th e  fo u r q u a r te r s  o f a 
p a r t i c u l a r  y e a r .
TABLE V
REPLACEMENT COST ADJUSTMENT FOR STANDARD LABOR COSTS
Q uarter
Labor co s t 
index
S tandard
co s t*
1 s t 100 $2.00
2nd 105 2.10
3rd 110 2.20
4 th 115 2.30
Source: O r ig in a l
♦A djusted  to  replacem ent c o s t
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The n ex t ta b le  d is p la y s  th e  a d ju s te d  s tan d ard  m a te r ia l  c o s ts  
f o r  a p a r t i c u la r  y e a r .
TABLE VI
REPXACBHHJT COST ADJUSTMENT FOR STANDARD MATERIAL COSTS
Q uarte r
M a te r ia l co s t 
index
Standard
cost*
1s t 100 $1.00
2nd 110 1.10
3rd 120 1.20
4 th 130 1.30
S ource: O rig in a l
*A djusted  to  replacem ent co st
By combining th e  p reced ing  two ta b u la r  exam ples, a ta b le  
showing th e  replacem ent c o s t f o r  each u n i t  produced can be d e r iv e d . 
T his i s  Table V II, shown on th e  fo llo w in g  page.
The r i s in g  p r i c e s ,  th e n , r e s u l t  in  a s tan d ard  c o s t ( r e p la c e ­
ment c o s t)  f o r  each u n i t  o f  p roduction  th a t  rem ains a b re a s t  o f  th e  
upward-moving p r i c e s .  During a  p e rio d  o f  f a l l i n g  p r ic e s ,  on th e  o th e r  
hand, a  m anufactu rer would f in d  th a t  h i s  s ta n d a rd  c o s ts — a d ju s te d  to  
rep lacem ent c o s t—a re  f a l l i n g  in  p ro p o rtio n  to  th e  d e c lin e  in  h is  
m a te r ia l  and la b o r  c o s ts .  The r e s u l t s ,  th e r e f o re ,  o f a d e c lin in g  
p r ic e  le v e l  a re  th e  re v e rs e  o f th o se  f o r  a  r i s i n g  p r ic e  l e v e l .
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TABLE VII
UNIT REPLACEMENT COST FOR GOODS PRODUCED
Q uarter
S tandard  la b o r  
co st
S tandard  m a te r ia l  
c o s t
T o ta l
c o s t
1s t $2.00 $1.00 $3.00
2nd 2.10 1.10 3.20
3rd 2.20 1.20 3 .40
4 th 2.30 1.30 3.60
Sources O rig in a l
I t  i s  a p p a re n t, th e r e f o re ,  th a t  rep lacem ent c o s ts  can be 
in c o rp o ra te d  in to  th e  c o s t accoun ting  system  o f  a m anufactu rer 
th rough  th e  medium o f  s tan d a rd  c o s ts ,  p a r t i c u l a r ly  where th e  stan d ard  
c o s ts  a r e  a d ju s te d  p e r io d ic a l ly  to  a l ig n  them w ith  c u rre n t  c o s ts .  A 
m an u fac tu rer u t i l i z i n g  t h i s  tech n iq u e  can acco rd in g ly  se cu re  re p la c e ­
ment c o s ts  t h a t  a re  s im ila r  to  th o se  o b ta in ed  by th e  r e t a i l e r  who 
u se s  c u rre n t m arket p r ic e s  in  h is  d e te rm in a tio n  o f  rep lacem ent c o s t .
u t l l i g i n g  Replacement Cost f o r  O ther C urren t A sse ts
KiftrkwtAblft s e c u r i t i e s . Though in v en to ry  was used in  th e  
p reced in g  examples o f  c u rre n t a s s e ts  and rep lacem ent c o s t ,  i t  i s  
p o s s ib le  a ls o  to  u se  t h i s  c u rre n t v a lu e  fo r  o th e r  a s s e t s —m arketab le  
s e c u r i t i e s ,  f o r  exam ple* These s e c u r i t i e s  a re  u s u a l ly  purchased w ith  
th e  in te n t io n  o f  ho ld ing  them f o r  a sh o r t  p e rio d  o f  tim e ; consequently ,
10^
th e re  i s  o r d in a r i ly  a r e a d i ly  a v a i la b le  m arket where th e  s to c k s  o r 
bonds can be qu ick ly  so ld .
I t  i s  easy , as a r e s u l t ,  to  secu re  c u rre n t m arket p r ic e s  fo r  
any o f th e  s e c u r i t i e s ;  th e se  p r ic e s  (rep lacem en t c o s ts )  can be p laced  
in  th e  ba lance  sh e e t to  re p o r t  th e  va lue  o f th e  s e c u r i t i e s ,  th e reb y  
showing t h i s  c u rre n t a s s e t  ba lance  a t  an u p - to -d a te  v a lu e . One m ajor 
advantage o f  v a lu in g  m arketab le  s e c u r i t i e s  in  t h i s  manner i s  th a t  
id e n t ic a l  s e c u r i t i e s  a re  no t c a r r ie d  a t  d i f f e r e n t  amounts sim ply 
because th ey  were acqu ired  a t  d i f f e r e n t  p r ic e s  on v a rio u s  da t e s . 9 
A d d itio n a lly , th e  c u rre n t m arket p r ic e  g ives in fo rm atio n  about th e  
amount o f  cash th a t  can be rec e iv e d  f o r  th e  s e c u r i t i e s  a t  th e  p re se n t 
tim e; t h i s  i s  im portan t in fo rm a tio n  to  th e  s ta tem en t rea d e r because 
o f  th e  purpose f o r  which th e  investm ent was made, i»,£*, to  u t i l i z e  
i d le  funds u n t i l  th ey  a re  aga in  needed.
P robably  a l l  c u rre n t a s s e ts  can , in  s h o r t ,  be s ta te d  a t  
rep lacem ent c o s t in  th e  p r in c ip a l  f in a n c ia l  s ta tem en ts  although  only  
one p a r t i c u l a r  a s s e t ,  m erchandise in v e n to ry , was i l l u s t r a t e d  in  t h i s  
c h a p te r . The o th e rs  were no t d isc u sse d  s in c e  th e  r e s u l t s  a re  th e  
same whenever rep lacem ent c o s t i s  used to  v a lu e  any c u rre n t a s s e t— 
nam ely, a  c u rre n t v a lu e  on th e  ba lance  s h e e t ,  and an u p - to -d a te  c o s t 
in  th e  income s ta te m e n t.
^Robert T. S prouse, and M aurice M oonitz, A T en ta tiv e  S e t o f  
Broad Accounting P r in c ip le s  f o r  B usiness B i te rp r is e s  (New York; 
American I n s t i t u t e  o f C e r t i f ie d  P u b lic  A ccountants, 1962), 25*
I I .  FIXED ASSETS
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Having dem onstrated  th e  e f f e c t s  o f  u sing  rep lacem ent c o s t to  
v a lu e  c u rre n t  a s s e t s ,  i t  seams rea so n ab le  a ls o  to  examine th e  
f in a n c ia l  im pact o f v a lu in g  f ix e d  a s s e ts  a t  rep lacem ent c o s t .  These 
a s s e t s ,  l i k e  most c u rre n t  a s s e t s ,  a re  g e n e ra lly  rep o rte d  a t  t h e i r  
o u tla y  ( h i s t o r i c a l )  c o s t ;  and, in  o rd e r to  show how replacem ent c o s t 
causes r e s u l t s  th a t  a re  a t  v a ria n c e  w ith  h i s t o r i c a l  c o s t e f f e c t s ,  
an example o f th e  in f lu e n c e  o f replacem ent c o s t on th e  ba lance  sh e e t 
and th e  income sta tem en t i s  g iven  in  th e  fo llow ing  pages.
D e p rec ia tio n  and rep lacem ent c o s t . Because most o f  th e  d eb a te  
rev o lv in g  around replacem ent c o s t and f ix e d  a s s e ts  i s  concerned w ith  
d e p re c ia b le  a s s e t s ,  an example o f  th e  d e p re c ia tio n  expense ca lcu ­
l a t i o n ,  bo th  f o r  h i s t o r i c a l  c o s t and replacem ent c o s t ,  i s  shown in  
th e  succeeding  pages. I t  i s  im portan t to  n o te , f i r s t  o f  a l l ,  t h a t  
th e  rep lacem ent c o s ts  f o r  lo n g -te rm  a s s e ts  can be determ ined in  two 
wayst through  th e  use  o f  in d ic e s  o f  m achinery c o s ts  o r c o n s tru c tio n  
c o s ts ,  o r  through  th e  use  o f  a p p r a i s a l s . ^  E ith e r  method w i l l  
u s u a l ly  g ive  s im ila r  r e s u l t s ,  i . e . ,  in  tim es o f  r i s in g  p r ic e s  th e  
a p p ra is a l  v a lu e  w i l l  be above th e  h i s t o r i c a l  c o s t ,  and th e  index- 
a d ju s te d  v a lu e  w i l l  alBo be above th e  h i s t o r i c a l  c o s t o f  th e  a s s e t .
L. D av is, "D e p rec ia tio n  on Replacement C o s t,"  The 
C o n tro lle r . XXI (May, 1953), 228.
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B alance S hee t E ffe c ts
A p p ra isa l v a lu e * C onsider th e  p o s i t io n  o f  a  b u s in ess  th a t  owns 
a s s e ts  w ith  an o r ig in a l  c o s t o f  $100,000 which, th e  company now su s­
p e c ts ,  a re  worth much more. The f irm  may h i r e  a p p ra is a l  en g in eers  to  
make an e s tim a te  o f  th e  p la n t  a s s e ts  in  o rd e r to  de te rm ine  t h e i r  
p re s e n t  v a lu e . I f  th e  a p p ra is a l  re v e a ls  th a t  th e  a s s e ts  a re  worth 
$150, 000, th en  t h i s  v a lu e  w i l l  appear on th e  ba lan ce  sh e e t a s th e  
rep lacem ent c o s t o f  th e  a sse ts*  The p la n t  a s s e t s ,  a s  a r e s u l t ,  a re  
shown a t  a  v a lu e  above t h e i r  h i s t o r i c a l  c o s t;  and th e  jo u rn a l e n try  
to  reco rd  t h i s  in c re a se d  va lue  can a lso  g ive  e f f e c t  to  th e  change in  
c a p i ta l—u s u a lly  c r e d i t in g  a p p ra is a l  su rp lu s .
I f ,  however, a  firm  b e lie v e s  th a t  i t s  a s s e ts  a re  worth l e s s
th an  t h e i r  h i s t o r i c a l  c o s t ,  a s  was th e  s i tu a t io n  in  th e  1930*3, th e
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a p p ra is a l  w i l l  r e p o r t  a  va lue  below th e  h i s t o r i c a l  c o s t o f th e  a s s e t .  
In  t h i s  c a se , th e  a s s e t s  may be ap p ra ised  a t  a va lue  o f  $75fOOO, th u s  
r e p o r t in g  p la n t  a s s e t s  a t  a  c u rre n t v a lu e  on th e  b a lan ce  s h e e t .
Index  number ad ju s tm en t. In s te a d  o f u sing  a p p ra is a ls  to  o b ta in  
th e  rep lacem ent c o s t  o f  p la n t  a s s e t s ,  a f irm  may use  s p e c i f ic  c o s t 
in d ic e s  to  approxim ate rep lacem ent c o s t .  C onsider, a g a in , th e  firm  
w ith  a s s e ts  purchased f o r  $100, 000; in  a d d it io n , assume th a t  th e s e
a s s e t s  were purchased  in  19x1 and have an estim ated  l i f e  o f  tw enty
y e a rs ,  and w i l l  p o ssess  no sc rap  v a lu e  a t  th e  end o f  t h i s  p e r io d . 
L ikew ise , assume th a t  th e s e  a s s e ts  a re  a l l  th e  same ty p e  o f
equipment—f o r  in s ta n c e , t ru c k s .  Based on th e se  assum ptions th e  
fo llo w in g  ta b le  can be c o n s tru c te d :
TABLE V III
DERIVATION OF EQUIPMENT REPLACEMENT COST FROM INDEX NUMBERS
Year
H is to r ic a l
c o s t
Index o f 
m achinery co s t
Replacement
c o s t
19x1 $100,000 100 $100,000
19x2 100,000 105 105,000
19x3 100,000 107 107,000
19x4 100,000 109 109,000
19x5 100,000 111 111,000
Source: O rig in a l
Even a  cu rso ry  g lance  a t  Table V III w i l l  r e v e a l  th a t  th e  
rep lacem ent c o s t o f th e  equipment goes up w ith  th e  equipment c o s t 
index* This p rocedure  o f  d e te rm in ing  rep lacem ent c o s t i s  s t ro n g ly  
recommended by one a c c o u n ta n t. He says t h a t  index  numbers g iv e  a  
v a lu e  th a t  i s  no t on ly  u s e fu l  f o r  in te r n a l  r e p o r t s ,  b u t one th a t  i s  
a ls o  u s e fu l  in  a s su r in g  adequate  in su ra n ce  coverage f o r  a s s e t s . ^ -
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Although th e  p reced in g  ta b le  g iv es  an i l l u s t r a t i o n  o f  th e  
e f f e c t s  on rep lacem ent c o s t o f  r i s i n g  p r ic e s ,  i t  i s  a ls o  p o s s ib le  
th a t  th e  p r ic e s  o f  a  p a r t i c u l a r  ty p e  o f  equipment a re  f a l l i n g .  This 
c o n d itio n  i s  i l l u s t r a t e d  in  th e  fo llo w in g  t a b le .
TABLE IX
DERIVATION OF EQUIPMENT REPLACEMENT COST FROM 
INDEX NUMBERS— FALLING PRICES
Year
H is to r ic a l
c o s t
Index  o f 
m achinery c o s t
Replacement
c o s t
19x1 $100,000 100 $100,000
19x2 100,000 98 98,000
19x3 100,000 96 96,000
19xA 100,000 94 94,000
19x5 100,000 92 92,000
Source: O r ig in a l
I t  i s  obv ious, th e n , t h a t  th e  f a l l i n g  equipment p r ic e s ,  as 
rev e a le d  in  th e  equipment c o s t in d ex , cause a d rop  in  th e  rep lacem ent 
c o s t o f  th e  equipment to  a  l e v e l  below th a t  o f th e  h i s t o r i c a l  c o s t .  
The equipment v a lu e , co n seq u en tly , appears on th e  b a lan ce  sh e e t a t  a 
low er amount each tim e th e  index  o f equipment p r ic e s  goes down.
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Income S ta tem en t E f fe c ts
The b a lan ce  sh e e t i s  no t th e  only sta tem en t in flu en ced  by th e
use  o f rep lacem ent c o s t ;  th e  income sta tem en t i s  d e f in i te ly  a f f e c te d ,
e s p e c ia l ly  when d e p re c ia tio n  expense i s  computed on th e  replacem ent
co s t o f  th e  a s se t*  For example, n o t ic e  th e  outcome o f  u sing  th e
replacem ent c o s t e s ta b l is h e d  in  th e  p reced ing  examples a s  a b a s is
f o r  c a lc u la t in g  th e  d e p re c ia tio n  expense ( th e  s t r a ig h t  l in e  method
i s  used) fo r  t h i s  im aginary f irm . Table X on th e  nex t page shows
th e  r e s u l t s  o f  u sing  h i s t o r i c a l  co s t to  compute d e p re c ia tio n  and
th e  outcome o f  c a lc u la t in g  d e p re c ia tio n  expense on th e  b a s is  o f
replacem ent c o s t .
A rev iew  o f  t h i s  t a b le  re v e a ls  th a t  th e  d e p re c ia tio n  expense
c a lc u la te d  on th e  rep lacem ent co s t in  a tim e o f  r i s in g  p r ic e s  i s
h ig h e r th a n  th a t  computed on th e  h i s t o r i c a l  c o s t ;  fu rth erm o re , th e
t o t a l  rep lacem ent c o s t d e p re c ia tio n  over th e  l i f e  o f  th e  a s s e t  w i l l
n o t add up to  th e  o r ig in a l  o u t la y  c o s t o f  th e  a s s e t .  This l a s t
c o n d itio n  i s  used by some acco u n tan ts  as an o b je c tio n  to  replacem ent
c o s t d e p re c ia t io n .  T his method does, n e v e r th e le s s ,  p rov ide  an u p - to -
d a te  d e p re c ia t io n  expense comparable to  th e  o th e r  expenses on th e
12income s ta te m e n t.
“^ N e lso n  H. F o ley , ^ l a n t  V alues and T h eir E f fe c t  on Costs 
and In v en to ry  V a lu a tio n s ,"  N.A.C.A. B u l le t in . XXIV, S ec . I  
(Septem ber 15, 1942), 56.
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TABLE X
HISTORICAL COST DEPRECIATION AND REPLACEMENT COST DEPRECIATION
f e a r
H is to r ic a l
c o s t
Replacement
cost
H is to r ic a l
c o s t
d e p re c ia tio n
Replacement
c o s t
d e p re c ia tio n
19x1 $100,000 $100,000 $5,000 $5,000
19x2 100,000 105,000 5,000 5,250
19x3 100,000 107,000 5,000 5,350
19x4 100,000 109,000 5,000 5,450
19x5 100,000 111,000 5,000 5,550
Source! O rig in a l
J u s t  as r i s in g  p r ic e s  a f f e c t  th e  p re s e n ta tio n  o f  f ix e d  a s s e ts  
in  th e  ba lan ce  sh e e t and th e  amount o f  d e p re c ia tio n  expense appearing  
in  th e  income s ta te m e n t, f a l l i n g  p r ic e s  a ls o  have an in f lu e n c e  on 
th e  r e s u l t s  ap p ea rin g  in  th e s e  two s ta te m e n ts . Table XI on th e  
fo llo w in g  page p re s e n ts  th e  in f lu e n c e  on th e  income sta tem en t o f 
rep lacem ent c o s t d e p re c ia tio n  in  a p e rio d  o f f a l l in g  p r ic e s .  T his 
t a b l e ,  in  c o n tra s t  to  th e  one above, shows th a t  d e p re c ia tio n  expense 
in  a  p e rio d  o f  f a l l i n g  p r ic e s  w il l  be sm a lle r  f o r  th e  replacem ent 
c o s t method th an  fo r  th e  h i s t o r i c a l  c o s t method.
A p p lic a tio n s  o f rep lacem ent c o s t d e p re c ia tio n . The i l l u s t r a ­
t io n  and d is c u s s io n  o f  replacem ent co s t d e p re c ia tio n  d u rin g  a p e rio d
I l l
o f  r i s i n g  p r ic e s  i s  n o t p u re ly  co n cep tu a l; s e v e ra l  c o rp o ra tio n s  have 
re p o r te d , in  t h e i r  q u a r te r ly  s ta te m e n ts  s e n t to  s to c k h o ld e rs , added 
d e p re c ia tio n  because o f h ig h e r replacem ent c o s ts .
TABLE XI
HISTORICAL COST DEPRECIATION AND REPLACEMENT 
DEPRECIATION—FALLING PRICES
COST
Year
H is to r ic a l
co st
Replacement
c o s t
H is to r ic a l
c o s t
d e p re c ia tio n
Replacement
co s t
d e p re c ia tio n
19x1 $100,000 $100,000 $5,000 $5,000
19x2 100,000 98,000 5,000 4,900
19x3 100,000 96,000 5,000 4,800
19x4 100,000 94,000 5,000 4,700
19x5 100,000 92,000 5,000 4,600
S ource: O rig in a l
For example, in  1947 U .S. S te e l  inform ed i t s  s to ck h o ld e rs  
th a t  added d e p re c ia tio n  o f  $6 .7  m ill io n  was charged a g a in s t  revenue 
f o r  th e  f i r s t  h a l f  o f  th e  y e a r , and in  th e  same y e a r  Libbey-Owens-Ford 
Company took added d e p re c ia tio n  because o f  h ig h e r rep lacem ent c o s ts  
f o r  many o f  i t s  a s s e t s . ^
■^Carman G. Blough, ''C u rren t A ccounting Problem s: Replacement
and Excess C o n stru c tio n  C osts,* ' The Jo u rn a l o f  Accountancy. XXCIV 
(O ctober, 1947), 334.
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I t  i s  p o s s ib le  f o r  a m anufactu rer to  in c o rp o ra te  replacem ent 
c o s t d e p re c ia tio n  in to  h is  c o s t accoun ting  system  i f  he makes use  
o f  s tan d ard  c o s ts .  The procedure  i s  th e  same a s  th e  one m entioned 
in  r e l a t io n  to  rep lacem ent c o s t and in v en to ry ; t h a t  i s ,  th e  standard  
c o a ts  a re  f i r s t  e s ta b l is h e d  when c o s ts  a re  a t  a p a r t i c u l a r  l e v e l ,  
then  th e  s tan d ard  c o s ts  a re  a d ju s te d  f o r  any changes in  p r ic e s  in  
o rd e r  to  b rin g  th e  s tan d a rd  c o s ts  in  l in e  w ith rep lacem ent c o s t .44
More s p e c i f i c a l l y ,  c o n s id e r a  p la n t  th a t  has a standard  
p ro d u c tio n  o f  10,000 u n i t s  p e r y e a r  and an h i s t o r i c a l  c o s t d e p re c ia ­
t io n  o f  $10,000 p e r y e a r ;  th e  amount o f d e p re c ia tio n  expense p e r u n i t  
i s  $1. Suppose, a t  th e  same tim e , th a t  th e  replacem ent c o s t d ep re ­
c ia t io n  i s  $15,000 fo r  th e  same m an u fac tu re r. In  t h i s  c a se , th e  
rep lacem ent c o s t d e p re c ia tio n  p e r u n i t  i s  $1.50. Very sim ply , th e n , 
t h i s  i s  th e  manner in  which th e  rep lacem ent c o s t d e p re c ia tio n  can 
be in co rp o ra te d  in to  th e  co s t rec o rd s  o f  a m a n u fa c tu re r .^
I I I .  SUMMARY
Although th e  examples in  t h i s  p o r t io n  o f th e  s tu d y  a re  sim p le , 
and a t  tim es o v e rly  sim ple , th ey  do p rov ide  c o n c re te  i l l u s t r a t i o n s  
o f  th e  im pact t h a t  rep lacem ent c o s t has on both th e  f in a n c ia l  p o s i t io n  
and th e  ea rn in g s  o f  a  p a r t i c u l a r  f irm . M oreover, th e s e  examples may
^*R. K. K ir r e le e s ,  "Using Replacem ent-Value D ep rec ia tio n  in  
C osts,* ' N.A.C.A. B u l le t in . XXXV, S ec. I  (Kay, 1954), 1157.
15I b id .
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n o t re v e a l  any und iscovered  r e la t io n s h ip s ,  b u t th e y  do p rovide 
dem o n stra tio n s o f  how rep lacem ent c o s t can a f f e c t  th e  o p e ra tio n s  o f 
a b u s in e s s . Such examples a re  im portan t to  a s tu d y  o f replacem ent 
c o s t because th ey  p ro v id e  s p e c i f ic  i l l u s t r a t i o n s  o f s e v e ra l  p o in ts  
a t  is s u e  in  th e  rep lacem ent c o s t d is p u te .
These rep lacem ent c o s t argum ents a re  p re sen te d , an a ly zed , and 
c r i t i c i z e d  in  th e  fo llo w in g  c h a p te r . The u se fu ln e ss  o f  th e  examples 
o f  t h i s  ch ap te r w i l l  become ap p aren t a f t e r  s e v e ra l o f th e  argum ents 
about rep lacem ent c o s t a re  examined, argum ents such as th o se  opposed 
to  rep lacem ent c o s t d e p re c ia tio n  and th o se  in  fav o r o f  i t ,  and 
argum ents fav o ra b le  to  th e  use o f  rep lacem ent c o s t in  c o s tin g  goods 
so ld  and opposing comments.
CHAPTER VI
UTILIZATION OF REPLACEMENT COSTi SOME AREAS OF CONFLICT
There i s  no doubt th a t  th e  use o f  rep lacem ent c o s t in  th e  
accoun ting  p rocess a f f e c t s  th e  f in a n c ia l  s ta tem en ts  p repared  by a 
f irm ; no r i s  th e re  any doubt about th e  f a c t  th a t  rep lacem ent c o s t 
has been used in  p rep a rin g  b a lan ce  sh e e ts  and income s ta tem en ts  fo r  
some f irm s ; bu t th e re  i s  some doubt—a g re a t  d e a l ,  in  f a c t —about 
th e  s u i t a b i l i t y  o f  u sin g  rep lacem ent c o s t in  th e  p re p a ra tio n  o f  th e  
accoun ting  sta tem ents*  Indeed , th e re  a re  some s tro n g  argum ents 
advanced a g a in s t  th e  u se  o f  rep lacem ent c o s t .
Some o f  th e s e  argum ents and some o f  th e  argum ents o ffe re d  in  
de fen se  o f  t h i s  c o s t concept a re  review ed in  th e  succeeding  pages in  
o rd e r  to  see  w hether one l in e  o f reaso n in g  i s  more convincing  than  
th e  o th e r .  T his rev iew  proceeds by examining th e  argum ents in  r e l a ­
t io n  to  th e  concep ts developed in  a  p reced ing  c h a p te r  and by look ing  
a t  t h e i r  re lev an cy  to  p re se n t day acco u n tin g .
A tte n tio n  i s  f i r s t  d i r e c te d  to  th e  d eb a te  concern ing  th e  
u t i l i z a t i o n  o f  rep lacem ent co s t in  v a lu in g  c u rre n t a s s e t s  ( f o r  
exam ple, in v en to ry  and m arketab le  s e c u r i t i e s ) ;  l ik e w is e , th e  s u i t ­
a b i l i t y  o f  computing th e  co s t o f s a le s  on th e  b a s is  o f  rep lacem ent 
c o s t i s  a ls o  examined. Follow ing t h i s  rev iew  o f  th e  m e r its  o f  
rep lacem ent c o s t in  c u rre n t a s s e t  v a lu a tio n , a survey  i s  made o f  th e  
r o le  o f  t h i s  c o s t in  p la n t  and equipment a s s e t  v a lu a tio n , e s p e c ia l ly
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th e  p a r t  t h a t  rep lacem ent coat can p lay  in  th e  com putation o f  
d e p re c ia tio n  ch arg es .
F in a l ly ,  th o se  argum ents which do n o t r e a d i ly  f i t  in to  one 
o f  th e  above c a te g o r ie s  (such as th o se  argum ents concerned w ith  th e  
m e r its  o f  replacem ent c o s t in  g e n e ra l)  a re  d isc u sse d  and analyzed 
to  see  i f  th ey  re v e a l  any im portan t f a c to r s  w orth c o n s id e r in g .
I .  CURRENT ASSETS AND REPLACEMENT COST
In v en to ry  V aluation
The p r a c t ic e  o f u s in g  replacem ent c o s t to  v a lue  th e  c u rre n t 
a s s e t s  on th e  ba lance  sh e e t can e a s i ly  be brushed a s id e  as nonsense 
by th e  acco u n tan t who b e lie v e s  th a t  a l 1 th e  c u rre n t a s s e ts  a re  
a lre a d y  s ta te d  in  th e  accoun ts a t  t h e i r  most c u rre n t v a lu e s .
A nother a cc o u n ta n t, however, may r e t o r t  t h a t  th e  wide accep tance  o f  
th e  low er o f  co s t o r  m arket p rocedure  fo r  v a lu in g  in v en to ry  r e f u te s  
t h i s  l i n e  o f  rea so n in g . F urtherm ore , th e  second accoun tan t may a rg u e , 
in  a  p e rio d  o f  r i s i n g  p r ic e s  th e  p re se n t v a lu e  o f  th e  in v en to ry  can 
e a s i ly  be d i f f e r e n t  from th e  va lue  shown in  th e  acco u n ts ; and in  
such a c a se , th e  rep lacem ent c o s t o f  th e  in v en to ry  re p re s e n ts  a t  
l e a s t  th e  minimum economic v a lu e  o f  th e  a s s e t  to  th e  e n te r p r is e .^
Balance sh e e t e f f e c t s . I f  t h i s  argument f o r  rep lacem ent c o s t 
i s  fo llow ed  and t h i s  c o s t i s  used to  v a lu e  th e  in v e n to ry  on th e
^R obert T. S prouse, and M aurice M oonitz, A T e n ta tiv e  S e t o f  
Broad A ccounting P r in c ip le s  f o r  B usiness S i t e r p r i s e e  (New York: 
American I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccoun tan ts, 1962), 29*
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ba lance  s h e e t ,  th e  d o c tr in e  o f  s t a t in g  a s s e ts  a t  c o s t— except fo r  
a s s e t  w rite-dow ns allow ed by conserva tism —i s  v io la te d  because th e  
in v en to ry  appears in  th e  s ta tem en t a t  some value o th e r  th an  h i s t o r i c a l  
c o s t .  E qually  im p o rtan t, an in v en to ry  v a lu a tio n  above c o s t v io la te s  
th e  d o c tr in e  o f conserva tism  s in c e  t h i s  type  o f  p rocedure  a n t ic ip a te s  
a  p o rtio n  o f p r o f i t  b e fo re  i t  i s  r e a l i z e d i n  b r i e f ,  r e p o r tin g  o f 
in v en to ry  a t  rep lacem ent c o s t when t h i s  c o s t i s  above th e  o u tla y  
c o s t v io la te s  two s tro n g  dogmas o f accoun ting  and, th e r e fo re ,  i t  
appears th a t  th e  p r a c t ic e  should n o t be fo llow ed .
I t  i s  p o s s ib le ,  on th e  o th e r  hand, th a t  th e  v io la t io n  o f th e se  
two accoun ting  concep ts does n o t u n equ ivoca lly  p rec lu d e  from th e  
b a lan ce  sh e e t a rep lacem ent c o s t v a lu e  f o r  in v e n to ry . According to  
one w r i te r ,  showing th e  p re se n t economic v a lue  o f  th e  f irm , s a s s e ts  
i s  more im p o rtan t th an  adhering  to  t r a d i t i o n  bound r u le s ;  fo r  th e  
replacem ent c o s t v a lu e  shows th e  in v en to ry  v a lu e  a s  o f  th e  balance  
sh e e t d a te ,  b u t th e  h i s t o r i c a l  co s t o f  th e  in v en to ry  shows i t s  v a lu e  
on some p a s t  d a te .^  In  o th e r  words, th e  replacem ent c o s t o f th e  
in v en to ry  i s  an u p - to -d a te  va lue  fo r  in v en to ry  t h a t  th e  sta tem ent 
re a d e r  can r e a d i ly  use  in  h is  a n a ly s is  o f  th e  c u rre n t f in a n c ia l  
p o s i t io n  o f  th e  f irm ; b u t th e  h i s t o r i c a l  c o s t i s  an o ld  v a lu e  v a l id  
on ly  f o r  th e  d a te  on which th e  in v en to ry  was purchased , a va lue  which
^W ilbert E . K arrenbrock, and H arry Simons, In te rm ed ia te  
A ccounting ( th i r d  e d i t io n ;  Chicagos South-W estern P u b lish in g  Company, 
1958), 4S.
^ F r i tz  Schm idt, ,fIm portance o f  Replacement V a lu e ,"  The 
A ccounting Review. V (Septem ber, 1930), 239.
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doss n o t g ive  th e  sta tem en t re a d e r  a  sharp  in d ic a t io n  o f  c u rre n t 
v a lu e .
Income sta tem en t e f f e c t s . In  a d d it io n , a  g lance  a t  th e  e f f e c t s  
on th e  income sta tem en t g iv es  added support to  th e  p o s i t io n  fav o rin g  
rep lacem ent c o s t .  The u se  o f  rep lacem ent c o s t to  compute c o s t o f 
s a le s  y ie ld s  a  g ro ss  m argin f ig u re  based on c u rre n t s e l l in g  p r ic e  
l e s s  th e  c u rre n t c o s t o f s a le s ,  a s  dem onstrated  in  th e  l a s t  c h a p te r . 
T his procedure  a llow s a firm  to  se g reg a te  th e  p r o f i t  ( lo s s )  re a l iz e d  
from p r o f i t  m argins from th a t  r e s u l t in g  because o f p r ic e  changes.^  
S tatem ent r e a d e r s ,  a s a r e s u l t ,  a re  made more aware o f th e  a c tu a l  
ea rn in g  p o te n t i a l  o f  th e  b u s in ess  than  th ey  a re  i f  bo th  th e  p r o f i t  
( lo s s )  secured  from p r ic e  changes and th a t  o b ta in ed  from p r o f i t  
m argins a r e  lumped to g e th e r .
A nother a u th o r has m entioned th a t  an income sta tem en t on which 
rep lacem ent co s t i s  used to  o b ta in  co s t o f  s a le s  i s  more t r u l y  a  
sta tem en t o f  p r o f i t  and lo s s  th an  a sta tem en t based on h i s t o r i c a l  
c o s t .^  M oreover, th e  w r i te r  c o n tin u e s , th e  t r a d i t i o n a l  tech n iq u es 
f o r  p rep a rin g  th e  income sta tem en t r e s u l t  in  a sta tem en t th a t  i s  more 
l ik e  a r e c o n c i l ia t io n  o f  th e  re ta in e d  ea rn in g s  ba lance  th an  a s t a t e ­
ment o f n e t p r o f i t . ^  I t  i s  a p p a re n t, th e n , t h a t  t h i s  argument p la c e s  
l i t t l e  f a i t h  in  th e  h i s t o r i c a l  c o s t income s ta te m e n t.
^♦Sprouse, and M oonitz, oj). c i t . . 29.
^ G eorge B. MeCo wen, "Replacem ent Cost o f  Goods S o ld ,"  The 
A ccounting Review. XII (A p r il ,  1937), 277.
6I b id .
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H is to r ic a l  c o s t in  th e  income s ta tem en t i s  a lso  downgraded by 
th o se  acco u n tan ts  who a re  concerned w ith th e  d e c is io n  making p ro cess  
o f  management. For in s ta n c e , th e se  acco u n tan ts  argue th a t  a  manager 
w i l l  make a c o rre c t  p r ic in g  d e c is io n  o r a c o r re c t  buying d e c is io n
much more f re q u e n tly  when replacem ent co s t i s  used in s te a d  o f  h i s t o r -
n
i c a l  c o s t . '  More sim ply s t a te d ,  t h i s  argument says th a t  a manager 
can make b e t t e r  d e c is io n s  concerning h is  in v en to ry  i f  he i s  provided 
w ith  u p - to -d a te  in v en to ry  c o s t d a ta  in s te a d  o f  h i s t o r i c a l  c o s t d a ta  
which may n o t be in d ic a t iv e  o f  p re se n t economic v a lu e .
A s tro n g  v o ice  i s  r a is e d  a g a in s t  th e  use  o f  rep lacem ent c o s t 
in  v a lu in g  in v en to ry  on th e  ba lan ce  sh ee t o r th e  income sta tem en t 
in  a re c e n t is su e  o f  The Jo u rn a l o f Accountancy.  The au th o r o f 
t h i s  a r t i c l e  says t h a t  th e  ho ld ing  p e rio d  fo r  most in v en to ry  i s  too  
sh o r t  and th a t  v a r ia t io n s  in  p r ic e  a re  too  sm all to  w arran t th e  use 
o f  rep lacem ent c o s t in  v a lu in g  th e  in v e n to ry . A lso , th e  lo n g e r th e  
h o ld in g  p e rio d  th e  l e s s  s a la b le  an in v en to ry  item  becomes; t h a t  i s ,  
th e  lo n g e r a  company keeps a  p a r t i c u la r  good on hand th e  l e s s  th e  
j u s t i f i c a t i o n  fo r  u s in g  replacem ent c o s t to  v a lu e  t h a t  good.** 
B a s ic a lly ,  t h i s  argument says th a t  i t  i s  im p ra c tic a l  to  u t i l i z e  
rep lacem ent c o s t in  th e  v a lu a tio n  o f  in v en to ry  because th e  b e n e f i ts  
d e riv e d  a re  n o t w orth th e  e f f o r t  expended.
7I b id .
®Eric L. K ohler, "Why Not R e ta in  H is to r ic a l  C ost?" The Jo u rn a l 
o f  Accountancy. CXVI (O ctober, 1963)* 37 .
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On th e  whole, i t  seems th a t  th e  v a lu a tio n  o f  in v en to ry  on 
th e  ba lan ce  sh e e t a t  rep lacem ent c o s t i s  b e n e f ic ia l  i f  c u rre n t 
v a lu a tio n s  a re  d e s ire d  in  t h i s  s ta te m e n t. However, th e  in c lu s io n  
o f  rep lacem ent c o s t in  th e  b a lan ce  sh e e t does v io la te  th e  c o s t 
d o c tr in e  and, in  some c a se s , th e  d o c tr in e  o f  co n serv a tism . There­
fo r e ,  th e  t r a d i t i o n  of h i s t o r i c a l  c o s t v a lu a tio n  and th e  wide a cc ep t­
ance o f  conservatism  must be compared w ith th e  b e n e f i ts  gained by a 
c u rre n t v a lu a tio n  fo r  in v en to ry  in  th e  ba lan ce  sh e e t in  o rd e r  to  
a r r iv e  a t  a sound d e c is io n  on replacem ent co s t and in v en to ry  
v a lu a tio n .
On th e  income s ta te m e n t, l ik e w is e , one must examine th e  
advantages o f  u sin g  a c u rre n t c o s t f o r  c o s t o f s a le s  a s  compared 
to  th e  u se fu ln e ss  o f c lin g in g  to  h i s t o r i c a l  c o s t e x c lu s iv e ly . I t  
i s  f e a s ib le  to  use th e  l i f o  c o s t p rocedure  and a r r iv e  a t  a  c o s t o f 
s a le s  f ig u re  t h a t  i s  very  c lo s e  to  th a t  secured  from th e  use  o f  
rep lacem ent c o s t ;  th e r e fo re ,  i t  i s  p o s s ib le  to  fo llo w  a c o s t d o c tr in e  
w hile  a t  th e  same tim e o b ta in in g  th e  b e n e f i ts  o f  rep lacem ent c o s t .
V aluation  o f O ther C urrent A sse ts
Although in v en to ry  i s  a  c u rre n t  a s s e t  t h a t  i s  o f te n  m entioned 
in  r e l a t io n  to  replacem ent c o s t ,  th e re  i s  one o th e r  c u rre n t a s s e t  
th a t  o f te n  g e ts  involved in  replacem ent c o s t d eb a tes— namely, 
m arke tab le  s e c u r i t i e s .  A ccording to  th e  American I n s t i t u t e  o f  
C e r t i f ie d  P u b lic  A ccountants th e s e  tem porary investm en ts  should  be 
p laced  in  th e  s ta tem en ts  on th e  b a s is  o f  a  low er o f  c o s t o r m arket
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v a lu a tio n .^  S e c u r i t ie s  valued on t h i s  b a s i s ,  however, p o ssess  a 
v a lu e  co in c id e n t w ith  replacem ent c o s t on ly  when t h i s  c o s t happens 
to  be low er th an  h i s t o r i c a l  c o s t .
As a r e s u l t ,  some acco u n tan ts  q u es tio n  th e  lo g ic  o f  p re s e n t­
ing  tem porary investm en ts a t  replacem ent c o s t when i t  i s  low er th an  
h i s t o r i c a l  c o s t ,  bu t on th e  o th e r  hand using  h i s t o r i c a l  c o s t when 
replacem ent c o s t (m arket v a lu e) i s  above o u tla y  c o s t , ^  I t  seems 
th a t  to  be c o n s is te n t  acco u n tan ts  should fo llo w  th e  same procedure 
w hether m arket value i s  above o r below h i s t o r i c a l  c o s t .
A lso , by c o n s is te n t ly  u sing  m arket va lue  (rep lacem ent c o s t)  
i d e n t ic a l  s e c u r i t i e s  a re  c a r r ie d  in  th e  accoun ts a t  th e  same v a lu e , 
a  va lue  t h a t  may no t be c o n s is te n t  w ith th e  h i s t o r i c a l  c o s t va lue  
because th e  s e c u r i t i e s  were purchased on d i f f e r e n t  d a te s .  In  
a d d itio n  th e  p o s s ib i l i ty  o f  p r o f i t  m an ipu la tion  through th e  s e le c t iv e  
s e l l in g  o f  s e c u r i t i e s  i s  e lim in a te d .
I f  th e  accoun tan t a llow s tem porary in v estm en ts  to  appear 
in  th e  s ta te m e n ts  a t  a  v a lu e  above h i s t o r i c a l  c o s t ,  he i s  abandon­
in g  th e  c o s t p r in c ip le .  F u r th e r , th e  d if f e r e n c e  between h i s t o r i c a l  
c o s t and th e  h ig h e r m arket va lue  re p re s e n ts  an a n t ic ip a t io n  o f 
p r o f i t — som ething which a cc o u n ta n ts  a re  g e n e ra lly  r e lu c ta n t  to  d o .
^Committee on A ccounting P rocedure , American I n s t i t u t e  o f  
C e r t i f ie d  P u b lic  A ccoun tan ts, Accounting R esearch B u l le t in  No. 
R estatem ent and R ev ision  o f  Accounting R esearch B u l le t in s  (New York: 
American I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccoun tan ts, 1953J* > 23-
lO K arrenbrock, and Simons, op . c i t . , 180.
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Tfie p ro se n t m arket p r ic e ,  in  a d d it io n , i s  no t o b je c tiv e  evidence 
l ik e  h i s t o r i c a l  c o s t ,  i . e . ,  h i s t o r i c a l  c o s t i s  supported  by an 
a c tu a l  v e r i f i a b l e  t ra n s a c tio n  n e g o tia te d  between a firm  and some 
o u ts id e  p a r ty  whereas th e  c u rre n t market v a lu e , a lthough  e s ta b lis h e d  
by a m arket t r a n s a c t io n ,  in v o lv es  two p a r t i e s  o u ts id e  th e  b u s in e ss .
N e v e rth e le ss , some acco u n tan ts  argue th a t  fo r  item s l ik e  
m arketab le  s e c u r i t ie s  th e  c u rre n t market p r ic e  ( e s ta b l is h e d  in  a 
norm ally  o p e ra tin g  m arket) does p rov ide  o b je c tiv e  in fo rm atio n  on th e  
amount o f  cash in to  which th e  s e c u r i t i e s  can be c o n v erted .^ "  I t  may 
a ls o  be argued th a t  u sing  replacem ent c o s t to  va lue  th e se  a s s e ts  
w i l l  g iv e  v a lu a b le  in fo rm atio n  to  th e  sta tem en t re a d e r  because o f 
th e  purpose fo r  which th e  investm ent i s  made; t h a t  i s ,  a s  a 
tem porary u t i l i z a t i o n  o f  excess cash b a la n c e s .
To summarize, th e n , m arketab le  s e c u r i t i e s  l ik e  in v en to ry  
cannot be valued  a t  replacem ent c o s t o r  h i s t o r i c a l  co s t w ithou t 
encoun tering  opposing argum ents. Host o f th e  argum ents c e n te r  on 
th e  adherence to  t r a d i t i o n a l  accoun ting  p r in c ip le s  and h i s t o r i c a l  
c o s t ,  and on th e  p re s e n ta tio n  o f c u rre n t va lues in  th e  s ta tem en ts  
and replacem ent c o s t .  In  o rd e r to  de term ine  w hether h i s t o r i c a l  c o s t 
i s  b e t t e r  th an  rep lacem ent co s t (o r  v ic e  v e rsa )  i t  i s  n e ce ssa ry  to  
d ec id e  which i s  more im p o rtan t, c u rre n t in fo rm a tio n  o r  adherence to  
c e r ta in  g e n e ra lly  acc ep ted , t r a d i t i o n a l  concep ts .
^ “S prouse, and K oonitz , op . c l t . . 25.
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I I .  LONG TERM ASSETS AND REPLACEMENT COST
The replacem ent c o s t o f p la n t  a s s e ts  has received  a t t e n t io n  
a t  v a rio u s  tim es du ring  th e  p a s t  f i f t y  y e a rs , e s p e c ia l ly  when p r ic e  
le v e ls  were undergoing ra p id  change. For example, du rin g  th e  1920*s 
p r ic e s  ro se  to  what was considered  a  s ta b le  le v e l  w ell above th e  
p r ic e s  o f  th e  preced ing  y e a rs ;  and, as a r e s u l t ,  many a s s e ts  purchased 
between 1910 and 1920 were w r i t te n  up to  t h e i r  replacem ent co st 
v a lu e s . During th e  1930f s ,  on th e  o th e r  hand, numerous a s s e ts  were 
w r i t te n  down to  t h e i r  rep lacem ent c o s t s . ^
These w riteu p s and w ritedowns genera ted  a g re a t  d e a l o f 
d is c u s s io n  among acco u n tan ts  about th e  a c c e p ta b i l i ty  o f u sin g  re p la c e ­
ment c o s t in  th e  accou n ting  re c o rd s . Some o f th e  d is c u s s io n  o r ig ­
in a t in g  a t  th e  o n se t o f th e  d e p re ss io n  and th a t  o f l a t e r  y e a rs  i s  
review ed in  th e  fo llo w in g  p a rag rap h s .
P la n t A sse ts  on th e  B alance Sheet
U sually  th e  f ix e d  a s s e ts  o f  a b u s in e ss  a re  included  on th e  
ba lan ce  sh e e t a t  t h e i r  h i s t o r i c a l  c o s t l e s s  accum ulated d e p re c ia tio n , 
w ith  no in d ic a t io n  o f p re se n t m arket v a lu e . T his h i s t o r i c a l  co s t 
p re s e n ta t io n  i s  based on both th e  c o s t concept and th e  going concern 
assum ption . The c o s t concep t, o b v io u sly , says t h a t  a l l  a s s e t s  should 
be re p o r te d  in  th e  s ta te m e n ts  a t  h i s t o r i c a l  c o s t ,  a d ju s te d  fo r
■^A. C. L i t t l e t o n ,  ,rValue o r C o s t,” The Accounting Review. 
X (Septem ber, 1935), 272.
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d e p re c ia tio n  and a m o rtiz a tio n ; and th e  going concern assum ption 
im p lie s—q u ite  s tro n g ly —th a t  th e  m arket v a lu es  o f th e  f ix e d  a s s e ts  
a re  u n im p o r ta n t .^
Show f ix e d  a s s e ts  a t  rep lacem ent c o s t . D esp ite  th e  
unim portance o f  th e  c u rre n t  m arket v a lu es o f  th e  f ix ed  a s s e ts  from 
th e  going concern v iew po in t, some acco u n tan ts  th in k  such v a lu es  a re  
s ig n i f ic a n t .  More s p e c i f i c a l ly ,  th ey  argue  th a t  th e  h i s t o r i c a l  
c o s t does no t re p re se n t th e  amount o f c a p i ta l  being  used by a b u s i­
n e ss  on th e  d a te  o f b a lan ce  sh e e t p re p a ra tio n ;  only  replacem ent 
co s t can re v e a l th e  amount o f c a p i ta l  embodied in  th e  e n te rp r is e  on 
any p a r t i c u la r  d a te . - ^  In  o th e r  words, th e  in d iv id u a l  f ix e d  a s s e t  
v a lu e s—p a r t i c u la r ly  t h e i r  rep lacem ent c o s ts —a re  im portan t to  th e  
s ta tem en t re a d e r .
According to  t h i s  argument i t  i s  im portan t to  re v e a l th e  
a c tu a l  p re s e n t  amount o f  c a p i ta l  employed in  th e  b u s in e ss  in  o rd e r 
t h a t  th e  ea rn in g  p o te n t ia l  o f  th e  firm  can be analyzed  by a s t a t e ­
ment r e a d e r .  Those acco u n tan ts  opposed to  th e  use  o f  rep lacem ent 
c o s t ,  however, u s u a lly  argue th a t  th e  earn in g  power o f th e  b u sin ess  
d e te rm ines i t s  t o t a l  v a lu e , and th a t  p u t t in g  replacem ent c o s t v a lu es 
in  th e  b a lan ce  sh e e t im p lie s  a q u i t t in g  concern concep t.
^ H .  A. F inney , and H erbert E. M il le r ,  P r in c ip le s  o f  
A ccounting: In te rm e d ia te  ( f i f t h  e d i t io n ;  Englewood C l i f f s :  P re n t ic e -  
H a l l ,  I n c . ,  I9 6 0 ) , 167.
^ S c h m id t, op. c i t . ,  241.
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I t  i s  argued on th e  o th e r  hand by replacem ent c o s t advocates 
t h a t  th e  rep lacem ent c o s t v a lu es on th e  ba lance  sh ee t a re  im portan t 
because th ey  re p re se n t th e  amount o f c a p i ta l  i t  would ta k e  to  o p e ra te  
a s im ila r  f irm . In  a d d it io n , much o f  th e  earn ing  power o f  a f irm  
depends upon th e  management, i . e . ,  a p ro g re s s iv e , s k i l l f u l  manager 
can earn  a g r e a te r  r e tu r n  from a g iven  amount o f  c a p i ta l  th an  a 
manager no t p o ssess in g  th o se  q u a l i t i e s  in h e re n t in  a su p e r io r  
m anager.15 The t o t a l  v a lu e  o f a f irm , consequen tly , i s  composed 
o f th e  a s s e ts  used in  th e  b u s in e ss  and th e  m anageria l s k i l l  possessed  
by th e  f irm ; and fo llo w in g  from t h i s  c o n c lu s io n , one can argue th a t  
th e  replacem ent c o s t o f  th e  a s s e ts  on th e  b a lan ce  sh e e t i s  im portan t 
in  o rd e r  to  e v a lu a te  th e  s k i l l f u ln e s s  w ith  which a group o f  managers 
a re  o p e ra tin g  a  g iven  f irm .
The sta tem en t re a d e r  who i s  in te r e s te d  in  th e  fu tu re  p ro sp e c ts  
o f  a company i s  considered  by an o th e r a u th o r . He argues t h a t  
**■ because peop le  a c t  in  th e  p re s e n t and in  th e  f u tu r e ,  th e  c u rre n t 
va lue  o f a f ix e d  a s s e t  i s  p re fe ra b le  to  some p a s t  exchange p r i c e . ^
In  s h o r t ,  th e  s ta tem en t re a d e r  i s  in te r e s te d  in  th e  p re se n t day va lue  
o f  th e  a s s e t  so he can make i n t e l l i g e n t  d e c is io n s  about th e  firm  
p u b lish in g  th e  s ta te m e n ts .
Replacement co s t o f  f ix e d  a s s e ts  and some accoun ting  c o n ce p ts . 
The argum ents fa v o rin g  rep lacem ent co s t on th e  b a lan ce  sh e e t fo r
15I b id .
^ S p ro u s e ,  and K oonitz , o£ . c i t . . 27.
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f ix e d  a s s e ts  seem q u ite  convincing  when considered  by them selves; 
however, whan th ey  a re  examined in  r e l a t io n  to  some g e n e ra lly  accep ted  
accoun ting  id e a s ,  c e r ta in  c o n f l i c t s  appear*
For example, acco u n tan ts  g e n e ra lly  r e ly  on o b je c tiv e  evidence 
in  o b ta in in g  th e  va lues posted  to  th e  a cco u n ts : they  u s u a l ly
re q u ire  th a t  a t r a n s a c t io n  tak e  p lace  b e fo re  any amount o f  revenue 
can be rec o g n ize d . D isp lay ing  rep lacem ent c o s t v a lu a tio n s  on th e  
b a lance  sh e e t fo r  f ix ed  a s s e t s  means t h a t  th e  accoun tan t must r e p o r t  
v a lu es  which a re  unsupported  by a t r a n s a c tio n  between th e  firm  and 
an o u ts id e  p a r ty .  The acco u n tan t i s  sometimes fo rced  to  r e ly  on h is  
own su b je c tiv e  judgment o r  th a t  o f  some o th e r  in d iv id u a l—h im se lf , 
i f  index  numbers a re  u sed ; o th e r s ,  i f  a p p ra is a ls  a re  used—to  
de te rm ine  th e  rep lacem ent c o s t v a lu e s . This p o s s ib le  r e l ia n c e  on 
su b je c tiv e  judgment i s  opposed by many a c c o u n ta n ts .
Added o p p o s itio n  comes from th e  acc o u n ta n ts  who suppo rt th e  
d o c tr in e  o f  co n serv a tism . They argue th a t  a s s e ts  should never be 
re p o rte d  a t  a va lue  in  excess o f  h i s t o r i c a l  c o s t ,  f o r  t h i s  re p re s e n ts  
an a n t ic ip a t io n  o f  p r o f i t ,  p r o f i t  th a t  should  be recogn ized  on ly  on 
th e  s a le  o f  th e  a s s e t . ^  The acco u n tan t who re p o r ts  a  rep lacem ent 
c o s t v a lu e  h ig h e r than  th e  h i s t o r i c a l  c o s t o f  a f ix e d  a s s e t  th e re fo re  
f in d s  h im se lf  in  c o n f l i c t  w ith  th e  d o c tr in e  o f  conserva tism .
l^ C a r l  T. Devine, r,The Rule o f  C onservatism  Reexamined," 
Jo u rn a l o f  Accounting R esearch . I  (Autumn, 1963), 132.
126
Another c o n f l ic t  a r i s e s  when th e  n a tu re  o f th e  ba lance  sh ee t 
i s  c o n s id e re d . This s ta tem en t i s ,  acco rd ing  to  th e  American I n s t i t u t e  
o f  C e r t i f ie d  P ub lic  A ccountants, a  c o l le c t io n  o f  account b a lan ces 
c a r r ie d  forw ard a f t e r  th e  books o f  a b u s in ess  a re  closed.^®  And 
because th e  books a re  kept on th e  h i s t o r i c a l  c o s t b a s i s ,  th e  ba lance  
sh e e t w i l l  obv iously  c o n ta in  only  h i s t o r i c a l  c o s t v a lu e s .
A novel s o lu tio n  to  th e  problem o f f ix ed  a s s e t  v a lu a tio n  on 
th e  ba lance  sh e e t was suggested  by an e n te rp r is in g  accoun tan t in  
1935. He suggested  th a t  in s te a d  o f  p lac in g  a s s e t  v a lu es  on th e  
ba lance  sh e e t acco u n tan ts  should  p lac e  a  p ic tu re  o f th e  a s s e t s  on th e
s ta te m e n t. In  t h i s  way th e  sta tem en t re a d e r could p la c e  any v a lu e  on
19th e  p la n t  th a t  he thought p ro p e r . I t  i s  h ig h ly  im probable, how­
e v e r, th a t  modern acco u n tan ts  would accep t a ba lance  sh e e t deco ra ted  
w ith  pho tographs; b e s id e s , th e  p r a c t ic a l  problem s involved  in  such 
a  p ro p o sa l make i t  unworkable fo r  many f irm s .
In  summary, i t  appears  t h a t  argum ents advanced in  fav o r o f 
re p o r t in g  f ix e d  a s s e t  rep lacem ent v a lu es on th e  ba lance  s h e e t , 
a lthough  q u ite  conv inc ing , do encroach upon s e v e ra l  g e n e ra lly  
accep ted  accoun ting  co n cep ts . T h e re fo re , i t  i s  n ecessa ry  fo r  an
ID
Committee on Term inology, American I n s t i t u t e  o f  C e r t i f ie d  
P ub lic  A ccountan ts, Accounting Terminology B u l le t in s ; Review and 
Resume (New York: American I n s t i t u t e  o f C e r t i f ie d  P u b lic  A ccountan ts, 
1953), 12.
^ T .  H. S anders , "Fixed A ssets in  th e  B a lan ce -S h ee t,"  The 
Jo u rn a l o f  Accountancy. IX (A p r il ,  1935), 263.
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accoun tan t to  co n sid e r th e  im p lic a tio n s  o f  th e se  concep ts whenever 
he advocates th e  use  o f  replacem ent c o s t in  v a lu in g  f ix e d  a s s e t s .
O pposition  to  f ix e d  a s s e t  replacem ent c o s t . The p r in c ip a l  
arguments advanced in  fav o r o f  u s in g  replacem ent co s t to  v a lu e  f ix e d  
a s s e ts  have been reviewed and analyzed  in  th e  p reced ing  parag raphs; 
th e  fo llow ing  pages p re se n t th e  p r in c ip a l  argum ents used to  oppose 
replacem ent co s t v a lu a tio n . Each one o f th e se  argum ents i s  p resen ted  
and th en  analyzed to  examine i t s  v a l id i ty .
Replacement c o s t in ac cu ra cy . A p ro p o s itio n  o f te n  advanced 
a g a in s t  th e  use o f  rep lacem ent c o s ts  in  v a lu in g  f ix e d  a s s e ts  con­
cern s th e  accuracy  w ith which th e se  v a lu es  a re  a s c e r ta in e d . I t  i s  
u s u a lly  argued th a t  because th e se  v a lu es  a re  d i f f i c u l t  to  o b ta in , 
wide scope i s  l e f t  fo r  extrem es o f  p e rso n a l o p in io n .^  For example, 
rep lacem ent c o s t va lues may be secured  by th e  use  o f s p e c i f ic  index  
numbers, a p p ra is a ls ,  o r  c u rre n t m arket v a lu e s ; each o f th e s e  may 
g ive  a  d i f f e r e n t  v a lu e  f o r  rep lacem ent c o s t .
A p a r t i c u l a r  index  number w i l l  r e s u l t  in  one replacem ent 
c o s t v a lu e , an o th e r index  number may r e s u l t  in  a d i f f e r e n t  v a lu e , 
and i f  in d ic e s  o f  th e  component c o s ts  o f  an a s s e t  a re  u sed , a s t i l l  
d i f f e r e n t  v a lu e  may be d e r iv e d . A p p ra isa l v a lu es  w i l l  v a ry  from one 
a p p ra is e r  to  a n o th e r , and an a p p ra is e r  may use s e v e ra l  d i f f e r e n t  
p rocedures to  a r r iv e  a t  th e  a p p ra is a l  v a lue  o f  an a s s e t .  H arket
20John P eo p les , "D ep rec ia tio n  C a lcu la ted  on Replacement Cost 
v s . D ep rec ia tio n  on H is to r ic a l  C o s t,"  The New York C e r t i f ie d  P u b lic  
A ccountant. XXIII (A p r il ,  1953), 248.
128
v a lu e  fo r  a  f ix e d  a s s e t  ( i f  a v a i la b le )  might vary  from day to  day, 
and th e re  may n o t even be a r e l i a b l e  m arket value fo r  th e  a s s e t  in  
question*
I t  i s  easy to  u n d ers tan d , th e n , why acco u n tan ts  a re  a l i t t l e  
su sp ic io u s  o f  rep lacem ent co s t v a lu e s . However, i t  may be p o s s ib le  
th a t  acco u n tan ts  a re  p lac in g  too  much emphasis on an exac t amount 
fo r  th e  rep lacem ent v a lu e ; maybe an im precise  bu t u p - to -d a te  va lue  
i s  su p e r io r  to  an ou tdated  h i s t o r i c a l  c o s t .
The replacem ent c o s t ,  b e s id e s , may no t be such an unaccep tab le  
v a lu a tio n  fo r  s p e c if ic  a s s e t s ;  in  f a c t ,  th e  a s s e t  va lues acco u n tan ts  
e n te r  in  t h e i r  rec o rd s  when a firm  i s  purchased fo r  a lump sum a re  
determ ined in  approxim ately  th e  same way th a t  replacem ent co st 
v a lu e s  a re  o b ta in ed —namely, a p p ra is a ls  and c u rre n t m arket v a lu e s .
I f  acco u n tan ts  can a r r iv e  a t  s a t i s f a c to r y  v a lu es  f o r  t h i s  type  o f  
t r a n s a c t io n ,  th e y  should be a b le  to  u t i l i z e  th e  same p rocedures to  
g e t s a t i s f a c to r y  rep lacem ent c o s t v a lu es  fo r  th e  ba lance  s h e e t .21
A ccountants who oppose rep lacem ent c o s t because i t  i s  no t a  
p e r f e c t ly  a c c u ra te  v a lu a tio n  o f th e  f ix e d  a s s e t  should perhaps 
examine some o f  th e  p r a c t ic e s  th ey  fo llo w  to  o b ta in  account v a lu e s . 
Not a l l  o f  th e  p rocedu res u t i l i z e d  by acco u n tan ts  p rov ide  exac t 
v a lu e s— fo r  exam ple, d e p re c ia tio n  c a lc u la t io n s — and th u s  i t  seems a 
l i t t l e  in c o n s is te n t  fo r  an accoun tan t to  a t ta c k  replacem ent co s t
^"K aurice  E. P e lo u b e t, "Are We Giving Away Our C a p ita l  
W ithout Knowing I t ? "  The New York C e r t i f ie d  P u b lic  A ccountant. XVIII 
(June , 1948)* 444.
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because i t  i s  n o t de term ined  in  an extrem ely  p re c is e  manner. I t  
i s  im p o rtan t, however, f o r  acco u n tan ts  to  be on guard a g a in s t  
rep lacem ent co s t va lues which a re  m erely unsupported g u esses; b u t, 
on th e  o th e r  hand, acco u n tan ts  must remember th a t  s p e c i f ic  index  
number ad ju stm en ts and c u rre n t m arket v a lu es a re  no t unsupported 
g u e sse s .
P r ic e s  move up and down. The c y c l ic a l  movement o f p r ic e s  
b rought about by a l t e r n a t in g  p e rio d s  o f p ro s p e r i ty  and d ep re ss io n  
se rv es  a s  an a d d it io n a l  p ro p o s itio n  fo r  acco u n tan ts  opposed to  
rep lacem ent c o s t .  This c y c l ic a l  p r ic e  movement can be used as an 
argument a g a in s t  any kind  o f ad ju stm en ts to  f in a n c ia l  s ta tem en ts  
f o r  p r ic e  changes, b u t i t  i s  o f te n  m entioned in  th e  d eb a te  on 
rep lacem ent c o s t .
Simply s t a te d ,  t h i s  p ro p o s it io n  a rgues th a t  th e  changes in  
a s s e t  v a lu e s  a re  f lu c tu a t io n s  t h a t  w i l l  be negated  by l a t e r  
o f f s e t t in g  p r ic e  movements.22 A p r ic e  in c re a se  now in  th e  m arket 
v a lu e  o f  a f ix e d  a s s e t  w i l l  be e lim in a te d  l a t e r  (how much l a t e r  i s  
u n c le a r)  when th e  p r ic e  f a l l s .
This case  a g a in s t  rep lacem ent c o s t v a lu a tio n  would seem 
p la u s ib le  except fo r  th e  f a c t  t h a t  p r ic e s  have been c o n tin u a lly  
tre n d in g  upward s in c e  th e  d e p re ss io n ; and, in  a d d it io n , p r ic e  
f lu c tu a t io n s  do no t fo llo w  a  sym m etrical p a t te r n .  M oreover, i f
^ J .  Fred W eston, •'R evaluations o f Fixed A ssets ,* ' The 
A ccounting Review. XXVIII (O ctober, 1953), 485.
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ba lan ce  sh e e ts  were p repared  only  when th e  m arket v a lu es  were th e  
same a s  th e  h i s t o r i c a l  c o s ts  o f th e  a s s e t s ,  th e  s ta tem en ts  could 
be p repared  on ly  once d u rin g  each b u s in ess  cycle— a t  th e  p o in t 
where th e  p r ic e  le v e ls  caused by th e  cycle  were equal to  th e  
h i s t o r i c a l  c o s ts  o f  th e  a s s e t s ,  assuming n l1 a s s e ts  were purchased 
on th e  same d a t e .2^
T h ere fo re , in  l i g h t  o f  re c e n t and expected p r ic e  movements, 
i t  seems th a t  t h i s  argument does no t have much m e rit as an o b je c tio n  
to  re p o r t in g  f ix e d  a s s e ts  a t  t h e i r  replacem ent co s t v a lu e s .
O bso le te  a s s e t s . Another h y p o th es is  o ffe re d  a g a in s t  th e  use 
o f  rep lacem ent co s t in  f ix e d  a s s e t  v a lu a tio n  n o te s  th e  in co n g ru ity  
o f  u sing  rep lacem ent co s t to  va lue  an a s s e t  when i t  cannot be 
rep laced  in  k in d .2^ Indeed , th e  equipment p re s e n tly  being  used by 
a  f irm  may be re p la c e a b le  w ith  more p ro d u c tiv e  equipment th a t  i s  
capab le  o f  tw ice  th e  p re s e n t  o u tp u t o f  th e  f irm . In  t h i s  case , 
opponents o f rep lacem ent c o s t argue th a t  such v a lu es a re  m eaningless 
s in c e  th e y  apply  to  a s s e ts  th a t  a re  o f a  d i f f e r e n t  c h a ra c te r  from 
th o se  now owned by th e  b u s in e s s .
The sense in  which replacem ent c o s t i s  used by t h i s  group o f  
a cc o u n ta n ts  must be n o ted ; they  c o n s id e r th e  term  to  mean th e  c o s t o f 
re p la c in g  th e  a s s e t  w ith  an exac t d u p l ic a te .  When t h i s  meaning i s  
a tta c h e d  to  rep lacem ent c o s t ,  i t  i s  u su a lly  q u i te  easy to  r e fu te  th e
A. P a ton , "A ccounting Problems o f  th e  D e p ress io n ,"  The 
A ccounting Review. VII (December, 1932), 266.
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rea so n in g  o f fe re d  in  support o f rep lacem ent c o s t;  but i f  a more 
g e n e ra l ex p lan a tio n  o f  th e  term  i s  used ( f o r  in s ta n c e , th e  c o s t to  
re p la c e  th e  ea rn in g  p o te n t ia l  o f th e  a s s e t ) ,  th e  argument does no t 
stand  up . As a  r e s u l t ,  t h i s  o b je c tio n  to  th e  use o f  rep lacem ent co st 
does n o t r a i s e  any s e r io u s  problem s in  th e  use  o f  rep lacem ent c o s t i f  
th e  term  i s  understood  to  mean som ething o th e r  th an  th e  co s t o f an 
ex ac t d u p l ic a te .
Abnormal economic c o n d itio n s . During th e  d ep th s  o f th e  
d e p re ss io n  some acco u n tan ts  questio n ed  th e  use  o f rep lacem ent co s t 
because o f  th e  dep ressed  and abnormal economic c o n d itio n s  p re v a le n t 
a t  t h a t  tim e . These acco u n tan ts  were ex trem ely  s k e p t ic a l  o f  th e  
replacem ent c o s t v a lu es  o b ta in ed  in  th e  e a r ly  1930f s because con­
s t r u c t io n  a c t iv i t y  was g r e a t ly  c u r ta i le d  and normal m arkets fo r  
m a te r ia ls  and s u p p lie s  were d is ru p t  e d .2-*
The rep lacem ent c o s t e s tim a te s  o b ta in ed  a t  t h i s  tim e were 
u n re l ia b le  because any c u rre n t m arket v a lue  was s u b je c t to  change 
d r a s t i c a l l y  a t  any tim e ; a p p ra is a ls  were n o t ve ry  a c c u ra te  because 
th e  a p p ra is e r  had no s ta b le  p r ic e s  on which to  base  h i s  e s tim a te ; 
and e s tim a te s  from m anufactu rers  p robably  were much low er th an  
norm al because o f  th e  d i f f i c u l t y  o f  se cu rin g  enough o rd e rs  to  keep 
t h e i r  p la n ts  o p e ra tin g . O bviously , th e n , acco u n tan ts  could r a i s e  
s e r io u s  o b je c tio n s  to  th e  rep lacem ent c o s t v a lu es  o b ta in ed  in  th e  
d e p re ss io n .
2 ^I b id .
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P re se n t day a c c o u n ta n ts , however, a re  n e t  faced  w ith d e p re ss io n  
c o n d it io n s , bu t a re  w itn ess in g  a fa v o ra b le  economic c lim ate*  As 
a  r e s u l t ,  t h i s  argument does n o t have much s ig n if ic a n c e  in  th e  l ig h t  
o f  th e  r e l a t i v e ly  s ta b le  c o n d itio n s  c u rre n t ly  p re v a i l in g  in  th e  
economy*
Cost o f  g e t t in g  a replacem ent c o s t e s t im a te * B esides th e  
d e p re ss io n  h y p o th e s is , i t  i s  argued th a t  o b ta in in g  annual rep lacem ent 
c o s t v a lu es  i s  to o  c o s t ly  fo r  a  b u s in e s s . That i s ,  th e  p o ss ib le  
b e n e f i ts  th a t  m ight be gained  from th e  use o f rep lacem ent c o s t 
a re  outweighed by th e  c o s t o f th o se  b e n e f i t s .26
Such an argument may have been v a l id  d u rin g  th e  1930*8 when 
th e  prim ary method used to  g e t rep lacem ent co s t was to  h i r e  an 
a p p ra is e r  r a th e r  th an  to  u se  o th e r  means, such as index  number 
a d ju s tm e n ts . However, now th e  rep lacem ent c o s t i s  e a s i ly  o b ta in a b le  
f o r  most a s s e t s  a t  a  rea so n ab le  c o s t i f  s p e c i f ic  c o s t in d ic e s  a re  
used* One company in  th e  N etherlands c a lc u la te s  rep lacem ent c o s ts  
f o r  a l l  o f  i t s  a s s e t s  each q u a r te r , ^  and an American company uses
rep lacem ent c o s ts  in  th e  c a lc u la t io n  o f d e p re c ia tio n  charges f o r  i t s
28i n te r n a l  s ta te m e n ts . I t  a p p e a rs , th e n , th a t  th e  use  o f s p e c i f ic
26_ .  .I b id .
^ A .  Goudeket, “An A p p lica tio n  o f  Replacement Value Theory,*'
The Jo u rn a l o f  Accountancy. CX ( J u ly ,  I9 6 0 ) , 37-47*
2 8 j .  L . D avis, "D ep rec ia tio n  on Replacement C o s t,"  The 
C o n tro l le r . XXI (Kay, 1953), 228-230.
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index  numbers makes co n p u ta tio n  o f  c u rre n t rep lacem ent c o s t va lues 
f e a s ib le  f o r  alm ost any company in te r e s te d  in  doing so .
In  th e  p reced ing  p re s e n ta tio n  and a n a ly s is  o f  th e  argum ents 
opposed to  th e  use  o f  replacem ent co s t v a lu a tio n  on th e  balance  
s h e e t ,  th e  b a s ic  concepts o f accoun ting  reviewed in  an e a r l i e r  
c h ap te r  were no t m entioned. D iscussion  o f th e se  concepts was 
om itted  because th o se  a n ti-re p la c e m e n t c o s t argum ents c ite d  a re  
g e n e ra lly  in  agreement w ith  th e  m ajor th e s e s  o f acco u n tin g . In  
p a r t i c u l a r ,  most o f  th e  cases  advanced a g a in s t replacem ent co st 
r e ly ,  a t  l e a s t  im p l ic i t ly ,  on th e  c o s t concept and on th e  concept 
o f  o b je c tiv i ty }  th ey  do n o t v io la te  any o f  th e  b a s ic  accoun ting  
c o n cep ts , and so d isc u ss io n  o f  t h e i r  r e l a t io n  to  th e se  concepts was 
considered  i r r e l e v a n t .
Replacement Cost o f  P la n t  A sse ts  and th e  Income S tatem ent
A g re a t  d e a l o f co n troversy  has a r is e n  over th e  p r a c t ic e  o f  
computing d e p re c ia tio n  expense on th e  b a s is  o f  rep lacem ent c o s t .
Most o f  th e  in d iv id u a ls  in  fav o r o f t h i s  p r a c t ic e  c i t e  th e  b e n e f i ts  
gained  from re p o r t in g  an u p - to -d a te  d e p re c ia tio n  charge on th e  
income s ta te m e n t. But th e  acco u n tan ts  and in v e s to rs  who a re  opposed 
to  such a  method o f  computing d e p re c ia tio n  s t r e s s  th e  la c k  o f  p re ­
c is io n  in  such a  c a lc u la t io n  as w e ll a s  th e  d i f f i c u l t y  o f o b ta in in g  
a  r e l i a b l e  rep lacem ent c o s t v a lu e . Both o f th e se  p o in ts  o f view a re  
d isc u sse d  in  th e  nex t few pages.
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Replacement c o s t d e p re c ia tio n  and a s s e t  rep len ish m en t. One o f 
th e  e a r ly  argum ents o ffe re d  in  fav o r o f  rep lacem ent c o s t d e p re c ia tio n  
s tr e s s e d  th a t  th e  accum ulated d e p re c ia tio n  should be la rg e  enough to  
p rov ide  f o r  th e  rep lacem ent o f  th e  a s s e t  a t  th e  end o f  i t s  u se fu l  
l i f e . ^  T his p ro p o s itio n  was o f fe re d , as one would ex p ec t, d u rin g  a 
tim e o f  r i s in g  p r ic e s  when th e  h i s t o r i c a l  c o s t o f  an a s s e t  was l e s s  
than  th e  c o s t o f buying one to  re p la c e  i t .  The accum ulated d e p re c ia ­
t io n  account ba lan ce  a t  th e  te rm in a tio n  o f th e  l i f e  o f  th e  o ld  a s s e t ,  
a s  a  r e s u l t ,  was no t so la rg e  a s  th e  co s t o f th e  new a s s e t ;  and t h i s  
w orried  some a cc o u n ta n ts .
The n a tu re  o f  th e  d e p re c ia tio n  charge mu3t be examined in  
o rd e r  to  see  i f  t h i s  h y p o th es is  o f f e r s  s tro n g  su p p o rt f o r  re p la c e ­
ment c o s t d e p re c ia t io n . The d e p re c ia tio n  expense c a lc u la t io n ,  as 
noted  in  an e a r l i e r  c h a p te r , i s  made in  o rd e r  to  a l lo c a te  th e  h i s ­
t o r i c a l  c o s t o f an a s s e t  over i t s  e s tim ated  u s e fu l  l i f e . 30 The 
account c re d i te d  when th e  d e p re c ia tio n  expense i s  recorded  sim ply 
re v e a ls  th e  amount o f  th e  h i s t o r i c a l  c o s t t h a t  has been charged to  
revenue s in c e  th e  a s s e t  was purchased ; i t  does no t re p re se n t an 
accum ulation  o f  funds f o r  any pu rpose . T his accum ulated d e p re c ia ­
t io n  account th e re fo re  cannot be used to  purchase  a new a s s e t ,  and 
th e  argument t h a t  d e p re c ia tio n  should  be computed on replacem ent
2^D. r . S c o t t ,  ,rV a lua tion  f o r  D e p rec ia tio n  and th e  F inancing  
o f  R eplacem ent," The A ccounting Review. IV (December, 1929)* 225*
^C om m ittee  on Term inology, American I n s t i t u t e  o f  C e r t i f ie d  
P u b lic  A ccoun tan ts , o£ . c i t . .  25 .
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c o s t in  o rd e r  to  p rov ide  f o r  th e  rep len ishm en t o f an a s s e t  i s  no t 
a v a lid  suppo rt fo r  rep lacem ent co s t d e p re c ia t io n .
C urren t d e p re c ia tio n  c o s t . In  c o n tra s t  to  t h i s  argum ent, which 
was advanced d u rin g  a  p e rio d  o f  r i s in g  p r ic e s ,  i s  th e  one which 
appeared du rin g  th e  d e p re s s io n . The emphasis a t  t h i s  tim e was no t 
on th e  need fo r  rep lacem ent c o s t d e p re c ia tio n  a s  a means o f  p ro v id ­
ing  funds fo r  a s s e t  rep lacem en t, r a th e r  th e  im portance o f  g e t t in g  an 
a c c u ra te  n e t income f ig u re  was s t r e s s e d .^1 Thus, when p r ic e s  began 
f a l l i n g ,  th e  use  o f d e p re c ia tio n  to  accum ulate funds was overlooked 
in  th e  ru sh  to  compute n e t  income p ro p e r ly .
The use  o f  rep lacem ent c o s t d e p re c ia tio n  may seem l ik e  a 
s tra n g e  way to  g e t a  c o r re c t  n e t  income, w hether p r ic e s  a re  r i s in g  
o r  f a l l i n g .  The s tra n g e n e ss  d i s s ip a te s ,  however, when th e  essence  
o f  th e  p ro p o s it io n  i s  an a ly zed .
D e p rec ia tio n  expanse i s  norm ally  c a lc u la te d  through  d iv id in g  
th e  h i s t o r i c a l  c o s t  o f  th e  d e p re c ia b le  a s s e t  by th e  e s tim a te d  l i f e  
o f  th e  a s s e t  ( th e  l i f e  may be s ta te d  in  term s o f  p h y s ic a l u n i ts  o r 
tim e u n i ts  such a s  y e a rs )  so t h a t  a d e p re c ia tio n  r a t e  p e r u n i t  o r  
p e rio d  i s  o b ta in e d . A nnually t h i s  d e p re c ia tio n  r a t e  i s  m u ltip lie d  
by th e  number o f  p h y s ic a l u n i ts  produced o r th e  number o f  tim e 
p e rio d s  t h a t  have e lap sed  to  determ ine  th e  annual d e p re c ia tio n  
c h a rg e . The charge  i s  n a tu r a l ly  based  on th e  h i s t o r i c a l  c o s t o f  th e
-^R . D. Haun, "Two p re se n t Day Problems o f  G eneral F in a n c ia l 
A ccounting,*1 The A ccounting Review. V III  (Ju n e , 1933)» 117*
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a s s e t ,  a c o s t t h a t  m ight be f a r  ou t o f  l in e  w ith  p re se n t a s s e t  c o s ts ;  
th u s ,  d e p re c ia tio n  expense, which i s  based on th e  h i s t o r i c a l  c o s t ,  
i s  n o t com parable to  o th e r  more c u rre n t c o s ts  which appear in  th e  
income s ta tem en t—wages, r e n t ,  and so f o r th .
The acco u n tan ts  who o f f e r  rep lacem ent c o s t d e p re c ia tio n  as 
a  remedy fo r  t h i s  s i tu a t io n  say t h a t  t h i s  type  o f d e p re c ia tio n  w i l l  
p ro v id e  a d e p re c ia tio n  expense th a t  i s  comparable to  th e  o th e r  
expenses on th e  income s ta te m e n t. They contend th a t  i t  w i l l  g ive  
a m easure o f th e  c u rre n t economic c o s t o f  u s in g  th e  d e p re c ia b le  
a s s e t s ,  i . e . ,  th e  rep lacem ent c o s t d e p re c ia tio n  charge m easures th e  
c u rre n t amount o f  th e  a s s e t  consumed.3^ A c u rre n t  d e p re c ia tio n  
expanse when combined w ith  th e  o th e r  expenses which a re  s ta te d  on 
a  c u rre n t  b a s is  w i l l  p ro v id e  a t o t a l  expense f ig u re  t h a t  makes i t  
p o s s ib le  to  compute a c o r re c t  n e t income ( c o r r e c t  in  term s o f  
m atching c u rre n t c o s ts  w ith  c u rre n t re v e n u e ).
However, such a  n e t  p r o f i t  f ig u re  i s  n o t com patible w ith  
th e  n e t  income g e n e ra lly  computed by a c c o u n ta n ts . The American 
I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccountants d e f in e s  n e t  income as th e  
d if f e r e n c e  between r e a l iz e d  revenue and in c u rre d  c o s t .33 Included  
in  th e  in c u rre d  c o s t i s  d e p re c ia tio n  expense which t h i s  same body
32i)onald A. C orbin , *D ep rec ia tio n  Based on R eplacem ent,1' The 
Jo u rn a l o f  Accountancy. XCIX (Ja n u ary , 1955), 26 .
33comm ittee on A ccounting P rocedure , American I n s t i t u t e  o f  
A ccoun tan ts , A ccounting R esearch FhiHat-tn No. £ :  R eport o f Conm ittee
on Terminology (New York; American I n s t i t u t e  o f  A ccountan ts, May, 
1941), 72.
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describes as a process of cost a llo c a tio n . In o ther words, th is  
accounting body supports an explanation of net income th a t allows 
no room fo r  replacement cost dep rec ia tion .
Yet accountants favoring th is  kind of dep recia tion  maintain 
th a t such charges do enable a business to compute a tru e  net income. 
I t  i s  the re fo re  necessary to explore the meaning attached to  the 
term p ro f i t  by these accountants.
Generally speaking, the accountants favoring replacement cost 
depreciation  d iscuss p ro f i t  in terms of the a sse ts  av a ilab le  fo r 
d is tr ib u tio n  to  stockholders a f te r  provision i s  made fo r the 
preservation  of the f i r a fs present c a p i t a l . 3 4  For example, in  a 
time of r is in g  p rice s  f i c t i t io u s  p ro f i t  f igu res may appear because 
of deprecia tion  charges based on an outdated h is to r ic a l  co s t. These 
apparently  high p ro f its  may serve as a m otivation fo r dividend 
payments to  stockholders, payments th a t  deplete the c a p ita l of the 
business. Accordingly, th e  accountants favoring replacement cost 
deprecia tion  say th a t a current depreciation  charge would give a 
co rrec t net income fig u re  which would prevent a business from 
unknowingly reducing i t s  c a p ita l through dividend payments.
Another im portant consideration  in  replacement cost deprecia­
tio n  i s  the process of matching. This process re fe rs  to  the  task  
accountants face in  preparing period ic  f in an c ia l statem ents—namely,
3 4 p r i tz  Schm idt, "The B asis  o f  D e p rec ia tio n  C harges,"  The 
H arvard B usiness Review. V III  (A p r i l ,  1930), 264.
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th e  c o r re c t  m atching o f revenue and expense. The accoun tan t must 
charge th e  t o t a l  expense in c u rre d  in  a p a r t i c u la r  p e riod  a g a in s t th e  
t o t a l  revenue earned in  th a t  same tim e p e rio d  in  o rd e r  to  show th e  
f in a n c ia l  su ccess  o r  f a i l u r e  o f  th e  business.35
In s o fa r  a s  rep lacem ent c o s t d e p re c ia tio n  i s  concerned, th e  
accoun tan t i s  faced  w ith th e  a l t e r n a t iv e  o f charg ing  e i th e r  a p o ss ib ly  
ou td a ted  h i s t o r i c a l  c o s t o r  a c u rre n t c o s t a g a in s t  th e  revenue fo r  a 
p a r t i c u la r  p e r io d . Thus, once more, th e  acco u n tan t i s  faced w ith  a 
cho ice  o f  p la c in g  a c u rre n t c o s t in  th e  income s ta te m e n t, secured  by 
u sin g  rep lacem ent c o s t in  th e  d e p re c ia tio n  c a lc u la t io n ,  o r  o f  adhering  
to  th e  t r a d i t i o n a l  accoun ting  p ro ce d u res , i . e . , computing d e p re c ia tio n  
expense on th e  b a s is  o f h i s t o r i c a l  c o s t .
O pposition  to  replacem ent c o s t d e p re c ia t io n . D esp ite  th e  
p le a s  f o r  an u p - to -d a te  d e p re c ia tio n  charge pu t fo r th  by numerous 
a cc o u n ta n ts , th e r e  a re  s t i l l  many o f  them who oppose th e  use  o f 
rep lacem ent c o s t d e p re c ia t io n . Some o f th e  ty p ic a l  hypotheses 
o ffe re d  a g a in s t  t h i s  manner o f computing d e p re c ia tio n  a re  d iscu ssed  
and analyzed  in  th e  upcoming p ages.
D e p rec ia tio n  and funds accum ula tion . In  s p i t e  o f  th e  
pronouncem ents by th e  American I n s t i t u t e  o f  C e r t i f ie d  P u b lic  
A ccountants t h a t  d e p re c ia tio n  does no t p rov ide  fu n d s, many account­
a n ts  s t i l l  a rgue  th a t  rep lacem ent c o s t d e p re c ia t io n  i s  in v a l id
-^K arrenbrock , and Simons, op. c i t . ,  6 .
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because accoun ting  p rocedures should n o t be used to  p rov ide  fo r
a s s e t  repla c e m e n t s . 3^ M oreover, t h i s  group o f  acco u n tan ts  a rg u e s ,
d e p re c ia tio n  charges based on replacem ent c o s t a re  very  u n c e r ta in
s in c e  th e  t r u e  rep lacem ent c o s t cannot be known u n t i l  th e  a s s e t  i s  
37re p la c e d . v ’
Follow ing t h i s  same l in e  o f rea so n in g , an o th e r w r i te r  c r i t i ­
c iz e s  th e  burdening o f  p re se n t s to ck h o ld e rs  w ith  th e  c o s t o f fu tu re  
a s s e t  re p le n ish m e n ts .30 in  o th e r  words, th e  accum ulation  o f funds 
fo r  th e  replacem ent o f a s s e ts  on some fu tu re  d a te  i s  borne by th e  
p re s e n t s to c k h o ld e rs  i f  d e p re c ia tio n  charges a r e  based on replacem ent 
c o s t .
A d i f f e r e n t  approach i s  u t i l i z e d  by an a u th o r who says th a t  
acco u n tan ts  a rgu ing  in  fav o r o f  rep lacem ent c o s t assume th a t  
d e p re c ia tio n  charges accum ulate fu n d s. S ince  i t  i s  obvious t h a t  
d e p re c ia tio n  does n o t g a th e r  funds fo r  a  b u s in e s s , th e  a u th o r says 
t h a t  rep lacem ent c o s t d e p re c ia tio n  i s  u s e le s s  and in v a l id .39
3% iaurice  J .  K luger, "Opponent o f  Replacem ent-Cost 
D ep rec ia tio n  C ite s  D angers,"  The Jo u rn a l o f  Accountancy. XCVII 
(March, 1954), 279.
3?R obert E is n e r , ,fD e p rec ia tio n  Allowances and Replacem ents 
R e s ta te d ,"  The C o n tro l le r . XXII (Kay, 1954), 228.
3®D an iel F ro sch , "Supplement to  P e loubet* s P roposa l f o r  
D e p rec ia tio n  Based on Replacement C o s t,"  The Jo u rn a l o f  Accountancy. 
XCVII (F eb ru ary , 1954), 156.
39James L. Dohr, "The Next S tep  in  D e p rec ia tio n  A ccoun ting ,"  
The Jo u rn a l o f  Accountancy. XXCIX (F eb ru ary , 1950), 116.
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An an a ly sis  of these arguments reveals th a t  they r e s t  on two 
basic  assumptions: (1) replacement cost means the cost of buying an 
a sse t when one presen tly  being used wears ou t, and (2) th a t 
depreciation  charges provide funds—Dohr recognizes the fa lla c y  in  
th is  contention, but he accuses h is opposition of making th is  
assumption.
The f i r s t  supposition re l ie s  on a narrow conception of rep lace­
ment cost as ju s t i f ic a t io n  fo r the deductions i t  supports. I f  a 
broader d e f in itio n  of replacement cost i s  used, the arguments r e s t ­
ing on the f i r s t  assumption become ir re le v a n t;  they only show th a t a 
p a r tic u la r  replacement cost concept i s  unworkable, not th a t  the 
replacement cost concept i s  in v a lid . The second assumption i s  n u ll 
because depreciation  does not and cannot provide funds. This can be 
read ily  demonstrated by doubling the deprecia tion  charge which 
appears on an income statem ent. Such an increase in  deprecia tion  
expense should increase the funds provided by operations i f  depre­
c ia tio n  can provide funds; however, an examination of the funds 
statem ent reveals th a t the amount of funds derived from operations 
does not change when the deprecia tion  charge i s  doubled.
C apita l impairment prevented without replacement c o s t. One 
o f the  reasons offered in  favor of replacement cost depreciation  is  
th a t such depreciation  charges help a firm  to  m aintain i t s  o r ig in a l 
c a p ita l .  Some accountants, however, sco ff a t  th i s  reasoning; they 
say th a t  c a p ita l can ea s ily  be maintained by appropriating  re ta ined  
earn ings. Such an expedient w ill in d ica te  th a t a la rge  p a rt of the
H i
f irm ’ s ea rn in g s  must be re ta in e d  in  o rd e r  to  p rov ide  f o r  rep lacem ent 
o f  a s s e t s  a t  c o s ts  th a t  a re  h ig h e r th an  th e  h i s t o r i c a l  c o s ts  o f  th e  
a s s e t s . ^
This p ro p o s i t io n , th e n , looks a t  rep lacem ent c o s t d e p re c ia ­
t io n  as a  d ev ice  fo r  m a in ta in in g  c a p i ta l ;  bu t i t  ig n o re s  th e  id e a  o f 
showing c u rre n t c o s ts  in  th e  income s ta te m e n t. This om ission  i s  
p robab ly  made because , as one acco u n tan t m entions, th e  c u rre n t  co s t 
argum ents a re  u s u a lly  d ire c te d  more tow ard th e  e s tab lish m en t o f a 
s e l l in g  p r ic e  th an  to  th e  d e te rm in a tio n  o f p r o f i t s . ^ -  Thus, i t  i s  
argued th a t  because replacem ent co s t d e p re c ia tio n  i s  d i r e c te d  toward 
th e  d e te rm in a tio n  o f  s e l l in g  p r ic e s ,  i t  i s  no t rea so n ab le  to  use i t  
in  p rep a rin g  s to c k h o ld e r  s ta te m e n ts .
B a s ic a lly ,  th e n , th e  argum ents opposed to  replacem ent c o s t 
d e p re c ia tio n  can be summarized in  two g roups: argum ents say ing
rep lacem ent c o s t d e p re c ia tio n  does n o t p rov ide  th e  c o rre c t  amount o f 
funds f o r  a s s e t  rep len ish m en t; and argum ents say ing  th a t  rep lacem ent 
c o s t d e p re c ia tio n  i s  unnecessary  to  p rev en t im pairm ent o f c a p i t a l .
Some G eneral Arguments About Replacem ent Cost
The argum ents th a t  p e r ta in  s p e c i f i c a l ly  to  c u rre n t  a s s e ts  and 
to  lo n g -te rm  a s s e t s  were review ed in  th e  p reced ing  pages; and in  th e  
fo llo w in g  pages some argum ents t h a t  p e r ta in  to  rep lacem ent c o s t in
^ R o b e r t  F . Graham, ,rV a lua tion  f o r  P r o f i t  D e te rm in a tio n ,” The 
A ccounting Review. XV (Ju n e , 1940), 148.
a lb ld .
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g e n e ra l a re  examined. Those argum ents fav o rin g  t h i s  c o s t concept a re  
review ed f i r s t ,  fo llow ed by a look a t  some opposing v iew p o in ts .
R ate o f ea rn in g s  on a s s e t s . The r a t e  o f  earn ings on t o t a l  
a s s e ts  i s  a  f in a n c ia l  r a t i o  t h a t  i s  o f te n  computed by acco u n tan ts  
and f in a n c ia l  a n a ly s ts  to  an a ly ze  accoun ting  s ta te m e n ts . Under 
p re se n t acco u n tin g  p ro ce d u res , th e  t o t a l  a s s e t  f ig u re  used in  t h i s  
r a t i o  i s  sim ply th e  t o t a l  h i s t o r i c a l  co s t o f a l l  a s s e ts  owned by 
th e  b u s in e s s . Some o f  th e se  h i s t o r i c a l  c o s ts  a re  c u r re n t ,  some a re  
on ly  a  few y e a rs  o ld , and o th e rs  a re  many y e a rs  o ld ; a s  a r e s u l t ,  th e  
t o t a l  a s s e t s  f ig u re  i s  a  m ix tu re  o f  d o l la r s  o f v a ry in g  v a lu e .
An a u th o r w r i t in g  in  th e  l a t e  1930’ s o b je c ts  to  th e  m islead ing  
in fe re n c e s  th a t  may be drawn from t h i s  s i t u a t io n .  He says th a t  i f  th e  
h ig h e r rep lacem ent c o s ts  o f  th e  a s s e t s  a re  no t reco g n ized , th e  high 
r a t e  o f  e a rn in g s  may g ive  r i s e  to  m isconcep tions about th e  causes o f 
th e  p r o f i t s . ^ 2 In  p a r t i c u l a r ,  a  company which had purchased i t s  
a s s e t s  in  th e  d ep th s  o f  th e  1930 d e p re ss io n  could show in  1936 a 
v e ry  h igh  r a t e  o f  r e tu rn  on i t s  t o t a l  a s s e t s .  The r a t e  would be 
h igh  sim ply because  th e  g e n e ra l p r ic e  le v e l  had r i s e n  s in c e  th e  tim e 
th e  a s s e t s  were purchased  and n o t because o f su p e rio r  earn ing  power.
I f ,  on th e  o th e r  hand, th e  a s s e t s  o f  t h i s  firm  were valued  a t  
t h e i r  rep lacem ent c o s t in  1936, a much b e t t e r  in d ic a t io n  o f earn in g  
power would be p re se n te d  to  th e  sta tem en t r e a d e r . I t  i s  a p p a ren t,
^ V e rn o n  A. Mund, " F in a n c ia l  A djustm ent in  Law o f  C o s t,11 The 
American Economic Review. XXVI (March, 1936), 79.
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th e n , t h a t  t h i s  argum ent, l ik e  most o f  th e  argum ents in  fav o r o f 
rep lacem ent c o s t ,  s t r e s s e s  th e  v a lu e  o f  c u rre n t in fo rm atio n  about 
th e  b u s in ess  in s te a d  o f  adherence to  t r a d i t i o n a l  co n cep ts .
S ta tem ent a n a ly s is  and replacem ent c o s t . Many proponents o f 
rep lacem ent co st s t r e s s  th a t  i t s  u t i l i z a t i o n  w i l l  p rov ide  u p - to -d a te  
f in a n c ia l  in fo rm a tio n  f o r  th e  in d iv id u a l  in  need o f t h i s  in fo rm a tio n . 
However, opponents o f rep lacem ent c o s t s tro n g ly  o b je c t  to  t h i s  con­
te n t io n .  These a d v e rs a r ie s  o f rep lacem ent c o s t say  th a t  such v a lu es 
on th e  s ta tem en ts  on ly  confuse th e  sta tem en t a n a ly s t  by p re se n tin g  
him w ith a conglom eration  o f  v a lu e s  d e riv ed  in  a number o f  d i f f e r e n t
w ays.43
M oreover, by adhering  to  c o s t th e  acco u n tan t p e rm its  th e  
a n a ly s t  to  make any ad ju stm en ts to  book v a lu es  th a t  he th in k s  a re  
n e ce ssa ry ; th e  acco u n tan t on ly  p re s e n ts  th e  a n a ly s t  w ith  th e  raw 
m a te r ia l—h i s t o r i c a l  c o s ts —needed fo r  h is  e v a l u a t i o n s .^  I f ,  f o r  
example, p r ic e s  have r i s e n ,  th e  a n a ly s t  i s  l e f t  f r e e  to  make any 
p r ic e  l e v e l  ad ju stm en ts  to  th e  d a ta  t h a t  he f e e l s  a r e  n e c e ssa ry .
These argum ents seem sound and a re  s o l id ly  backed by th e  c o s t 
concep t; bu t th e y  presume th a t  th e  f in a n c ia l  a n a ly s t  has a  g re a t  
d e a l  o f in fo rm a tio n  which i s  u n a v a ila b le  to  him. For example, most 
c o rp o ra te  ba lance  sh e e ts  have s e v e ra l  a s s e t s  l i s t e d  in  t h e i r  p la n t
^K ohler, oj). c i t . . 39*
^ E u g en e  L. Z ieha , "A ccountants R e s p o n s ib i l i t ie s  and 
Index-Number A d ju stm en ts ,"  The New York C e r t i f ie d  P u b lic  A ccountant. 
XXIII (Septem ber, 1953), 56^7*
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and equipment sec tion ; however, only a to ta l  i s  given fo r each kind 
o f a s se t. The date  of purchase fo r each ind iv idual tru ck , la th e , 
o r build ing along with i t s  h is to r ic a l  cost would have to  be given to  
th e  ana lyst jn  order fo r  him to  make any meaningful adjustment fo r 
p rice  changes.
I f  the ana ly st attempted to secure a current value fo r 
inventory he would again be stymied by a lack of re levan t informa­
tio n . The inventory caption on most balance sheets contains many 
d if fe re n t products, and the amount by which the h is to r ic a l  cost and 
market value d i f f e r  may vary from one product to  another. But the 
ana ly st has no way of g e ttin g  th is  inform ation.
I t  appears th a t the arguments of these two au thors, Kohler 
and Zieha, are  d irec ted  prim arily  a t  increases in  asse t values.
When the value o f an a s se t has undergone a dec line , these two w rite rs  
have no objection  to  a reduction of the a s se t value in  the  accounting 
records. For in stan ce , Kohler supports the  use of the lower o f cost 
or market fo r valuing inventory .
I t  seems, then, th a t  fo r  declines in  a sse t values, the s ta te ­
ment analyst i s  considered incapable of making an adjustment fo r  the 
downward movement in  value; but fo r increases in  asse t values, 
accountants consider the analyst to  be some so rt of genius who can 
ad ju st th e  h is to r ic a l  cost of each a sse t to  i t s  current value.
Comparability of d a ta . Another case is  offered  against 
replacement cost on the grounds th a t use of th is  cost fo r  current 
statem ents would make th e  inform ation in  these statem ents
H 5
in com patib le  w ith  p r io r  s ta te m e n ts , th u s  making i t  d i f f i c u l t  to  
analyze  re c e n t s ta te m e n ts  in  l i g h t  o f p a s t  i n f o r m a t i o n . ^  Although 
t h i s  o b je c tio n  makes a  v a lid  p o in t ,  i t  assumes th a t  th e  firm s 
p rep a rin g  s ta tem en ts  w ith  replacem ent c o s t va lues th e reo n  a re  going 
to  make a sudden s h i f t  from h i s t o r i c a l  co s t to  replacem ent c o s t w ith 
no period  o f t r a n s i t i o n .
I f  th e  f irm  u t i l i z i n g  rep lacem ent co s t va lu es in  i t s  s t a t e ­
ments p repared  supplem ental s ta te m e n ts  on th e  h i s t o r i c a l  co s t b a s is  
fo r  f iv e  to  seven y e a r s ,  th e  t r a n s i t i o n  to  replacem ent co s t could 
be made w ithou t lo s in g  a l l  co m p arab ility  o f p re se n t d a ta  to  p a s t 
d a ta .  Then, a f t e r  rep lacem ent c o s t s ta te m e n ts  had been in  use  long 
enough to  p rov ide  a f in a n c ia l  h is to ry  o f  th e  f irm  on i t s  new b a s is  
o f  acco u n tin g , th e  supplem ental h i s t o r i c a l  co s t s ta tem en ts  can be 
d isc o n tin u e d .
B esides being  u n re la te d  to  p a s t  f in a n c ia l  d a ta ,  i t  i s  
p o s tu la te d  th a t  th e  u se  o f rep lacem ent c o s t by a b u s in e ss  would 
d e s tro y  th e  co m p a rab ility  o f i t s  s ta te m e n ts  w ith  th e  s ta te m e n ts  o f 
o th e r  s im ila r  f i r m s . ^  Although some acco u n tan ts  would argue th a t  
s ta te m e n ts  p repared  on th e  p re se n t h i s t o r i c a l  c o s t b a s is  do no t 
p re se n t comparable in fo rm atio n  anyway, t h i s  argument can be a tta c k e d  
f o r  a d i f f e r e n t  re a so n .
^ G . G. R ichardson , "A ccounting Under Changing Money V a lu es ,"  
Canadian C hartered  A ccountant. UQ (November, 1952), 190.
^6I b id .
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I f  no company can change i t s  accounting procedures u n t i l  a l l  
companies change, then progress comes to a h a l t .  For in stance , i f  
no company had agreed to  use the  l i f o  method of costing inventory 
u n t i l  a l l  businesses had agreed to  do so, probably no firm  would 
ever have adopted i t . ^  Even i f  one does not consider the adoption 
of l i f o  as a step forward, he must admit th a t changes in  accounting 
p rac tices  usually  take place only a f te r  a few business firm s 
experiment with a new procedure and find i t  workable.
E q u ita b ility  of replacement co s t. Although the u t i l iz a t io n  
of replacement cost by a business firm  a ffe c ts  the com parability of 
f in an c ia l d a ta , i t  also ra ise s  the  question of equal treatm ent fo r 
a l l  ind iv iduals having a stake in  the firm . The stockholders, fo r 
example, are  the ones who usually  receive the b en e fits  from the use 
of replacement co s tj bondholders are  hardly ever mentioned as needing 
p ro tec tion  aga in st the changes in a sse t v a lu e s .^
Bnployees may also  fee l th a t they should receive some 
pro tec tion  from changing p rices i f  the common stockholders are  given 
some p ro tec tion  against d ilu tio n  of th e ir  investment which would be 
brought about by changing asse t p r ic e s . Since th is  question of 
e q u ita b ili ty  i s  not re la ted  to accounting theory, no p rec ise  ana lysis 
can be made of i t s  many ram ifications in th is  paper. However, i t  i s
*7C. O liv e r  W elling ton , "A ccounting Income v s . Economic 
Incom e,” Canadian C hartered  A ccountant. LIV (Jan u ary , 1949), 33 .
^ R ic h a rd s o n , c i t « |  166*
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a fac to r  th a t w ill probably have to  be considered i f  replacement 
cost i s  adopted by accountants*
Irrep laceab le  a s s e ts * One o ther objection to  the use of 
replacement cost values in the statem ents, an ob jection  unrelated to  
equity considerations, concerns those a sse ts  which cannot be 
reproduced; fo r example, a coal m i n e . To es tab lish  a replacement 
cost value fo r such a mine, i t  is  necessary to e s tab lish  the cost of 
a mine with equal earning p o te n tia l. But such a task is  qu ite 
d i f f i c u l t  since i t  involves estim ates of underground rese rves.
P aten ts , trademarks, and copyrights crea te  the same so rt of 
problem. How can the earning p o te n tia l of a patent be evaluated 
when i t  may become obsolete a t  some in d e fin ite  fu tu re  date? 
S im ilarly , th e  problem of deriv ing a replacement cost fo r  trademarks 
and copyrights i s  complex, mainly because the cost of a s im ila r 
asse t with the  same earning p o s s ib i l i t ie s  i s  probably nonexistent.
Accordingly, the accountant, i f  he decided to  use replacement 
cost in  the preparation  of statem ents, would find i t  i s  impossible 
to  secure a replacement cost fo r  some a s se ts , such as those ju s t 
mentioned. N evertheless, the re  are numerous o ther a s se ts—such as 
inventory, bu ild ings, and equipment—lis te d  in  the balance sheet fo r 
which replacement cost values are  av a ilab le .
^Kenneth liacNeal, Truth in  Accounting (Philadelphia: 
U niversity of Pennsylvania P ress, 1939)>158*
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I I I .  SUMMARY AND OBSERVATIONS
C urrent A sse ts
C urren t a s s e ts  g e n e ra lly  appear on th e  b a lan ce  sh ee t a t  t h e i r  
most re c e n t v a lu e s , except in  th e  case o f  in v en to ry  and tem porary 
in v es tm en ts . These two a s s e ts  accord ing  to  accep ted  p r in c ip le s  
o f accoun ting  should appear a t  th e  low er o f c o s t o r m arket v a lu e . 
However, proponents o f replacem ent c o s t m ain ta in  th a t  i t  i s  incon­
s i s t e n t  to  re p o r t  an a s s e t  a t  a lower va lue  th an  h i s t o r i c a l  co st 
when i t s  m arket va lue  i s  below h i s t o r i c a l  co s t and no t r e p o r t  th e  
m arket v a lu e  when i t  i s  above h i s t o r i c a l  c o s t .
R eporting  th e  m arket v a lue  (rep lacem ent c o s t ) ,  w hether above 
o r below h i s t o r i c a l  c o s t ,  p re s e n ts  u p - to -d a te  va lu es in  th e  ba lance  
sh e e t o f th e  f irm ; and where th e se  replacem ent c o s ts  a re  used in  
computing c o s t o f  s a l e s ,  a b e t t e r  income sta tem en t i s  produced 
because c u rre n t c o s ts  a r e  charged a g a in s t c u rre n t  s a le s  revenue.
However, th e  u se  o f  replacem ent c o s t in  v a lu ing  c u rre n t a s s e ts  
may c o n f l ic t  w ith  th e  w idely  accep ted  c o s t p r in c ip le  and th e  d o c tr in e  
o f  co n serv a tism . The c o s t p r in c ip le  i s  v io la te d  because c u rre n t 
a s s e t s  appear a t  a  v a lu e  o th e r  th an  h i s t o r i c a l  c o s t ,  and th e  d o c tr in e  
o f  conserva tism  i s  v io la te d  because a s s e t  v a lu es g re a te r  th an  h i s ­
t o r i c a l  c o s t might appear in  th e  f in a n c ia l  s ta tem en ts  o f  th e  f irm .
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Long-Term Assets
There is  a great deal of d iscussion  about the s u i ta b i l i ty  of 
reporting  fixed asse t values on the balance sheet a t  h is to r ic a l  cost 
or replacement co s t. Advocates of replacement cost maintain th a t 
th is  w ill give a b e tte r  p ic tu re  of the c a p ita l ava ilab le  fo r use in 
the business. N evertheless, the u t i l iz a t io n  of replacement costs 
to  value fixed a sse ts  runs contrary to the cost concept and the 
going concern concept.
Replacement cost values fo r fixed a sse ts  mean th a t the h is ­
to r ic a l  costs of some a s se ts  are  abandoned in  favor of more current 
va luations; and the  going concern notion places primary emphasis on 
the  o v era ll valuation  of the  firm  and deemphasizes the ind iv idual 
asse t values. Thus, according to  th is  concept, replacement cost 
values are  unimportant in  the balance sheet; only going concern 
values (h is to r ic a l  costs) have any sign ificance  in  the balance 
shee t. The lack of ob jec tive  evidence i s  also  used to  a ttack  
replacement cost values in  the  balance sheet.
D epreciation expense computations on the  basis  of replacement 
cost are  advocated by some accountants as a remedy fo r outdated 
depreciation  charges. They maintain th a t depreciation  when computed 
on the b as is  of replacement cost provides an up-to-date  depreciation  
expense which is  comparable to  the o ther expenses appearing in the 
income statem ent. This proposal i s  attacked because some accountants 
argue th a t tru e  replacement cost i s  impossible to  determ ine, or th a t
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means o ther than deprecia tion  reserves should be u ti l iz e d  to  provide 
fo r the replenishment of a firm ’s a s se ts .
Using replacement costs in the f in an c ia l statem ents i s  
berated by some accountants because these costs in  the statem ents 
would make statem ent ana lysis more d i f f i c u l t ,  so they say. They 
contend th a t the accountant is  supposed to  present the  statem ent 
analyst with h is to r ic a l  cost as h is raw m ateria l, allowing the 
ana lyst to  make any adjustments he fe e ls  a re  necessary. An examina­
tio n  of any f in an c ia l statem ent reveals the d if f ic u l ty  of making such 
adjustm ents.
Some Observations
In looking over th e  array  of arguments about replacement 
co st, one i s  immediately impressed with the la rge  number of proposi­
tio n s  offered against th is  concept. In f a c t ,  i f  the m erits of 
replacement cost are  judged by the number of arguments offered  in
4
support as compared to  those pressed in  opposition , replacement cost 
stands l i t t l e  chance of ever being used by accountants.
However, the presence of la rge numbers of opposing arguments 
does not in d ica te  th a t replacement cost is  u se less ; th e re  are  a 
number of ap p lica tio n s which *rould prove worthwhile.
For example, the use of th is  cost in  computing the cost of 
sa le s  would provide an up-to -date  cost in  the income statem ent; and 
i f  replacement cost i s  a lso  used in  preparing the balance sheet, a 
curren t inventory value i s  reported here. Furthermore, by reporting
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the long-term  asse ts  a t  th e ir  replacement cost a firm  would give a 
curren t evaluation of the amount of c a p ita l which i t  p resen tly  
employs.
This current valuation  of c a p ita l would provide valuable 
inform ation fo r the presen t stockholders who are  in te re s te d  in  the 
ra te  of re tu rn  the a sse ts  are  earning. Such inform ation would also 
help the stockholders to  evaluate the performance of the present 
management.
Besides presenting  s ig n if ic a n t inform ation on the  balance 
sh ee t, replacement cost valuations fo r long-term  asse ts  can be used 
to  compute an up-to -date  deprecia tion  charge. Some business firm s 
may have purchased th e ir  depreciable a sse ts  when the  a sse t p rice  
was higher or lower than the curren t p rice  of a s im ila r a s s e t .
As a r e s u l t ,  the  deprecia tion  charge, which i s  computed on the h is ­
to r ic a l  cost o f the a s s e t, i s  not an accurate measure of the  amount 
o f c a p ita l consumed in  the  current business opera tions. Replace­
ment cost d ep rec ia tio n , on the o ther hand, would provide a b e t te r  
measure of the  c a p ita l consumed in  the p resen t operations than the 
deprecia tion  charge based on h is to r ic a l  co s t.
Although these app lica tions of replacement cost do seem 
b e n e fic ia l, they are  not widely accepted by the accounting p ro fession . 
Consequently, i f  replacement cost i s  to  be accepted by accountants 
some o rderly  procedure must be estab lished  fo r in s t i tu t in g  i t s  use.
Such a procedure could be s e t up by th e  accounting profession 
on a t e s t  b a s is ; and i f  the  p rac tic e  meets with wide approval, i t
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could be adopted fo r general use. One way of accomplishing th is  
would be to  a ttach  supplemental statem ents prepared on the replace­
ment cost basis to  the h is to r ic a l  cost statem ents now prepared by 
accountants.
I f  the replacement cost statem ents are widely accepted a f te r  
several years of use, they could become the p rin c ip a l statem ents, 
and h is to r ic a l  cost statem ents could be prepared as supplementary 
inform ation fo r a period of years . By using replacement cost 
statem ents to  provide supplemental inform ation and then switching 
to  h is to r ic a l  cost statem ents as supplemental inform ation, the 
tra n s i t io n  from h is to r ic a l  cost to replacement cost could be made 
smoothly and the earning h is to ry  of the firm  would not be destroyed.
Of course replacement cost statem ents would provide some 
problems fo r public accountants. However, i f  replacement costs were 
derived through the use of sp ec ific  index numbers fo r  long-term 
a s se ts , the public accountant could v e rify  the accuracy of the 
values in  the same manner th a t he now v e r if ie s  the balance in the 
long-term  asse t account. Moreover, by keeping both replacement cost 
and h is to r ic a l  cost in  the accounts the task  of v e r if ic a tio n  w u ld  
be a r e la tiv e ly  simple ta sk .
When procedures o ther than sp ec ific  index numbers are  used, 
the  accountant might have to  use values arrived  a t  by other 
p ro fessio n a ls , such as ap p ra ise rs . The accountant could choose some 
sp e c if ic  cost index which re la te s  to  the a sse t appraised and use i t  
to  review the  reasonableness of the  app ra isa l value. I f  the ap p ra isa l
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does not d if f e r  m ateria lly  from the adjusted h is to r ic a l  co st, the 
aud ito r can accept the value; i f  the app ra isa l does d i f f e r  m ateria lly  
from the value computed by the accountant, he can d isc lo se  in  the 
statem ent how the replacement cost value was obtained.
I f  the replacement cost values are  derived by re fe rrin g  to 
present market values, the accountant can examine recent p rice  
quotations to  evaluate the r e l i a b i l i ty  of the replacement cost 
values. This procedure is  p resen tly  followed by accountants when 
examining the soundness of the market values used in lower of cost 
or market valuations.
Thus, replacement cost, although v io la tin g  many generally  
accepted accounting ideas, could be put in to  p rac tice  i f  accountants 
decide th a t the up-to-date  inform ation provided by the use of 
replacement cost i s  more important than adherence to  presently  
accepted d o c trin es . U ntil accountants make th is  decision—a 
decision which would probably accompany a reconsideration  of the 
purpose of accounting—accountants should continue to  employ the 
present generally  accepted accounting p r in c ip le s .
CHAPTER VII
SUMMARY AND CONCLUSIONS
The value  o f  u sing  h i s t o r i c a l  c o s t in  th e  accoun ting  p ro cess  
has long been recogn ized  by acco u n tan ts  in  th e  U nited S ta te s  and in  
Europe; however, th e se  acco u n tan ts  have not unequ ivocally  supported  
th e  use  o f  h i s t o r i c a l  co st in  a l l  c ircu m stan ces. During p erio d s  o f 
ra p id ly  changing p r ic e s ,  fo r  example, th e  acco u n tan ts  genera l l y 
abandoned th e  use  o f h i s t o r i c a l  c o s t f o r  a  more m eaningful co st such 
a s  replacem ent c o s t .
H is to ry
Germany, The use o f rep lacem ent co st was san c tio n ed  by th e  
German Commercial Code a s  e a r ly  as 1857. However, t h i s  usage o f 
rep lacem ent c o s t was e lim in a ted  a  few y e a rs  a f t e r  i t s  in c e p tio n  when 
th e  Code was changed. In  th e  a fte rm a th  o f World War I  replacem ent 
c o s t  was once more used by German acco u n tan ts  to  p rep a re  s ig n i f ic a n t  
f in a n c ia l  s ta te m e n ts  f o r  businessm en.
L a te r , when th e  ex p lo s iv e  in f la t io n a r y  upheaval passed  i t s  
peak and economic c o n d itio n s  became norm al once more, a  few German 
a cc o u n ta n ts  s t i l l  advocated th e  use o f rep lacem ent c o s t in  th e  
accoun ting  re c o rd s .  These acco u n tan ts  argued th a t  rep lacem ent co s t 
showed th e  p re s e n t amount o f c a p i ta l  employed in  th e  b u s in ess  in s te a d  
o f o u td a ted  h i s t o r i c a l  am ounts. In  a d d it io n , some German accoun tan ts
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a rgued , th e  use o f  rep lacem ent co s t in  computing co st o f s a le s  and 
d e p re c ia tio n  charges p ro v id es  a more c o r re c t  n e t income.
F rance . L ike Germany, France a ls o  experienced  an in f la t io n a r y  
movement o f  p r ic e s  a t  th e  end o f  World War I j  and, a ls o  l ik e  Germany, 
many o f  h e r acco u n tan ts  suggested  rep lacem ent co s t a s a means o f 
p rep a rin g  m eaningful f in a n c ia l  s ta te m e n ts .
French acco u n tan ts  adopted s e v e ra l  means o f im plem enting 
replacem ent c o s t du ring  t h i s  p e r io d . One o f  th e se  c o n s is te d  o f a 
gold fran c  b a lan ce  sh e e t p repared  by converting  th e  h i s t o r i c a l  c o s ts  
in  th e  accoun ts to  c u rre n t v a lu e s . The conversion  was made by 
u sin g  th e  exchange r a te  between France and a  gold stan d ard  coun try , 
u su a lly  th e  U nited S ta te s .  A nother commonly used procedure  en te red  
both th e  h i s t o r i c a l  c o s t and th e  replacem ent c o s t in  th e  accoun ts: 
th e  h i s t o r i c a l  c o s ts  were en te red  on one s id e  o f  th e  le d g e r  sheet 
and th e  rep lacem ent c o s ts  were e n te red  on th e  o th e r  s id e .
A ccountants in  France re s o r te d  to  th e  use o f  replacem ent c o s t 
again  a f t e r  World War I I  when t h e i r  n a tio n  was b e se t by in f la t io n a r y  
p r ic e  movements s im ila r  to  th o se  fo llow ing  World War I .
E ngland. In  c o n tra s t  to  th e  German and French a cc o u n ta n ts , 
th e  E ng lish  acco u n tan ts  d id  no t sa n c tio n  th e  use  o f replacem ent c o s t 
u n t i l  about 1954. Three E ng lish  accoun ting  o rg a n iz a tio n s  in  th a t  
y e a r  expressed  t h e i r  approva l o f replacem ent c o s t ;  and one o f them, 
th e  S o c ie ty  o f In co rp o ra ted  A ccountants and A u d ito rs , re le a se d  a 
sta tem en t fo r  i t s  members s e t t in g  fo r th  s p e c i f ic  in s t r u c t io n s  fo r  
th e  a p p lic a t io n  o f rep lacem ent c o s t to  accoun ting  p r a c t ic e .
156
U nited S t a t e s . Much o f th e  d isc u ss io n  o f  replacem ent c o s t in  
America came about a s  a  r e s u l t  o f  changing p r ic e  l e v e l s .  However, 
u n lik e  Europe, th e  e a r l i e s t  m ention o f replacem ent c o s t in  th e  U nited 
S ta te s  a ro se  in  p u b lic  u t i l i t y  r a t e  h e a r in g s . From th e se  h ea rin g s  
th e  argument was taken  up by acco u n tan ts  who became in te r e s te d  in  th e  
su b je c t around 1910.
Not very  much i n te r e s t  was generated  u n t i l  a lm ost 1920. In  
th a t  y e a r  a  few acco u n tan ts  argued fo r  th e  use o f  rep lacem ent co s t 
in  th e  f in a n c ia l  s ta te m e n ts ; bu t no t many o f  them agreed  th a t  i t  was 
n e c e ssa ry . Nowever, one y ear l a t e r  th e  i n t e r e s t  in  replacem ent co s t 
began to  r i s e ,  and some acco u n tan ts  were ca l l ing  replacem ent c o s t a 
g e n e ra lly  accep ted  p r a c t ic e  by 1923* Although rep lacem ent c o s t was 
n o t an un q u estio n ab ly  accep ted  accoun ting  p r a c t ic e  a t  th a t  tim e , i t  
was being  used by a  number o f acco u n tan ts  who san c tio n ed  th e  w riteup  
o f  many a s s e ts  d u rin g  th e  1 9 2 0 's .
The p rosperous tw e n tie s  were suddenly changed to  th e  dep res­
s io n  t h i r t i e s .  During t h i s  economic d i s a s t e r ,  many acco u n tan ts  
ag a in  argued fo r  th e  use o f  rep lacem ent c o s t in  th e  f in a n c ia l  s t a t e ­
m ents; th ey  reasoned th a t  s in c e  a s s e t  v a lu es  were low er than  t h e i r  
h i s t o r i c a l  c o s t ,  th e s e  a s s e ts  should  be w r i t te n  down to  th e  lower 
v a lu e . C onsequently , many a s s e ts  were w r i t te n  down d u rin g  th e  
d e p re ss io n  o f  th e  t h i r t i e s .
Summary.  On th e  whole, i t  appears th a t  a cc o u n ta n ts  in  Europe 
a s  w e ll a s  in  th e  U nited S ta te s  a re  w il l in g  to  accep t th e  use o f
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replacem ent c o s t whenever th e re  a re  ab ru p t and m a te r ia l  p r ic e  changes* 
The a c tio n s  o f  acco u n tan ts  in  Europe and th e  U nited S ta te s  p rov ide 
evidence fo r  t h i s  conclusion*
B asic Concepts
Because th e  to p ic  o f replacem ent c o s t touches upon se v e ra l 
im portan t accoun ting  concep ts , a  co n c ise  summary o f th e  re le v a n t 
concepts was inc luded  in  t h i s  s tu d y . Some o f  th e  more im portan t 
concep ts a re  c o s t ,  o b je c t iv i ty ,  d e p re c ia tio n , and conservatism *
C ost* The co s t concept sim ply re q u ire s  th a t  acco u n tan ts  
reco rd  a l l  a s s e ts  a t  t h e i r  h i s t o r i c a l  c o s t .  T his c o s t should rem ain 
in  th e  accoun ts u n t i l  th e  a s s e t  i s  so ld  o r  used in  th e  o p e ra tio n s  o f  
th e  b u s in e ss  a t  which tim e th e  c o s t i s  charged a g a in s t  revenue. This 
concept a lso  p r o h ib i ts  acco u n tan ts  from re p o r t in g  a s s e t s  on th e  
s ta tem en ts  a t  a va lue  h ig h e r  th an  o u tla y  c o s t .
O b je c t iv i ty . To determ ine h i s t o r i c a l  c o s t th e  accoun tan t 
u s u a lly  r e l i e s  upon o b je c tiv e  ev idence ; in  p a r t i c u l a r ,  th e  document 
su p p o rtin g  th e  t r a n s a c t io n  such a s  a  check o r  an in v o ic e . Thus 
h i s t o r i c a l  c o s t re c e iv e s  much p r a is e  because o f  i t s  o b je c t iv i ty .
As used in  acco u n tin g , th e  term  o b je c t iv i ty  r e f e r s  to  th e  
e x p re ss io n  o f  f a c t s  w ithou t any d i s to r t i n g  in f lu e n c e  from p e rso n a l 
b ia s ;  and a lthough  acco u n tan ts  would p r e f e r  th e  id e a l  o f  complete 
o b je c t iv i ty  in  a l l  t h e i r  p ro ced u res , t h i s  cannot be done. Conse­
q u e n tly , acco u n tan ts  do a llo w  a sm all amount o f su b je c tiv e  judgment 
to  e n te r  some o f  t h e i r  ev idence .
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D e p re c ia tio n . A nother id e a  which i s  o f te n  su b je c t to  
m is in te rp re ta t io n ,  both by acco u n tan ts  and nonaccoun tan ts , i s  th e  
concept o f d e p re c ia t io n . This id ea  d e sc r ib e s  th e  p ro cess  whereby 
th e  h i s t o r i c a l  c o s t o f a  f ix e d  a s s e t  i s  a l lo c a te d  over th e  a s s e t 1s 
u se fu l  l i f e .  D e p rec ia tio n , th e n , i s  a p ro cess  o f a l lo c a t io n  and 
no t one o f  v a lu a tio n . M oreover, d e p re c ia tio n  charges do not 
accum ulate fu n d s, e i th e r  fo r  th e  replacem ent o f an a s s e t  o r fo r  any 
o th e r  purpose .
C onservatism . The adm onition to  reco g n ize  a l 1 lo s s e s  and to  
a n t ic ip a te  no g a in s  probab ly  b e s t  d e sc r ib e s  th e  d o c tr in e  o f con­
se rv a tism . This d o c tr in e  i s  based on th e  assum ption th a t  p o ss ib le  
lo s s e s  have a g r e a te r  in f lu e n c e  on th e  s ta tem en t re a d e r  than  p o s s ib le  
g a in s ;  and, as a r e s u l t ,  i t  i s  more im portan t to  re p o r t  th e  lo s s e s  
th an  i t  i s  to  r e p o r t  th e  g a in s . B a s ic a lly ,  th e n , conserva tism  i s  
concerned w ith  re p o r t in g  fav o ra b le  c o n d itio n s  w ith some re lu c ta n c e  
and re p o r t in g  u n fav o rab le  ev en ts  im m ediately .
D e f in i t io n  o f Replacement Cost
Although th e re  has been a  g re a t  d e a l o f d isc u ss io n  about 
rep lacem ent c o s t in  th e  accoun ting  l i t e r a t u r e ,  a  g e n e ra lly  accep ted  
d e f in i t io n  o f th e  term  has n o t been developed . C onsequently , a  
number o f  d e f in i t io n s  were review ed in  o rd e r  to  g e t a b e t t e r  
un d ers tan d in g  o f th e  term .
Use o f p r ic e  in d ic e s . A g e n e ra l p r ic e  index , a lthough  u s e fu l  
f o r  making some ty p es o f  p r ic e  l e v e l  a d ju s tm en ts , i s  n o t a s u i ta b le  
index  f o r  oomputing rep lacem ent c o s t .  A s p e c i f ic  p r ic e  in d ex , on th e
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o th e r  hand, i s  more s u i ta b le  f o r  use in  computing replacem ent co st 
because i t  a p p lie s  to  only one p a r t i c u la r  a s s e t  o r one group o f 
a s s e t s .  However, th e  s p e c i f ic  index  has s e v e ra l w eaknesses: i t  does 
no t ta k e  in to  account changes in  th e  p ro d u c tiv ity  o f a s s e t s ;  i t  does 
n o t co n sid e r changes in  c o n s tru c tio n  methods where a s s e ts  such as 
b u ild in g s  a re  concerned; and i t  c o r re c ts  th e  h i s t o r i c a l  c o s t fo r  
p r ic e  le v e l  changes as w ell as p r ic e  changes caused by f lu c tu a t io n s  
in  demand f o r  th e  a s s e t .  Thus, h i s t o r i c a l  co s t a d ju s te d  by a 
s p e c if ic  p r ic e  index  i s  n o t a g e n e ra l e x p lan a tio n  th a t  can be used 
to  d e sc r ib e  replacem ent c o s t .
Cost to  rep roduce . S ev e ra l v a r ia t io n s  o f th e  c o s t to  
reproduce an a s s e t  were used by s e v e ra l accoun ting  w r i te r s  in  t h e i r  
d isc u ss io n s  o f replacem ent c o s t .  According to  some o f  th e se  w r i te r s  
th e  term  a p p lie s  to  th e  c o s t o f  re p la c in g  th e  p re se n t a s s e t  w ith  an 
exac t d u p l ic a te .  Such a d e f in i t io n ,  however, r u le s  ou t th e  use  o f  
th e  c o s t whenever an a s s e t  i s  o b so le te  and no lo n g er be ing  produced.
The c o s t o f  re p la c in g  an a s s e t  on a fu tu re  d a te  i s  an o th e r 
meaning o f te n  a t t r ib u te d  to  replacem ent c o s t .  Those acco u n tan ts  
r e ly in g  on t h i s  ex p lan a tio n  o f  replacem ent co s t o f te n  p o in t o u t th e  
h o p e lessn ess  o f  t ry in g  to  use rep lacem ent co s t because a c c u ra te  
p re d ic tio n s  o f  fu tu r e  c o s ts  a re  very  hard  to  make. Some accoun ting  
w r i te r s  who support th e  fu tu re  c o s t to  re p la c e  an a s s e t  as an 
ex p lan a tio n  o f  th e  replacem ent c o s t concep t, on th e  o th e r  hand, use 
t h i s  d e s c r ip t io n  because th ey  want d e p re c ia tio n  charges to  accum ulate 
enough funds to  re p la c e  th e  a s s e t  when i t  i s  used up . This l a t t e r
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reaso n in g  in  support o f rep lacem ent c o s t i s  f a l la c io u s  because 
d e p re c ia tio n  does no t p rov ide  funds.
O ther e x p la n a tio n s . A p p ra isa ls  a re  a ls o  suggested  as a means 
o f  secu rin g  replacem ent c o s t v a lu e s , bu t t h i s  procedure  i s  r e je c te d  
by most acco u n tan ts  because of th e  lack  o f  o b je c t iv i ty  on th e  p a r t  
o f  th e  a p p ra is e r .  C urrent m arket v a lu e s , l i k e  a p p ra is a l  v a lu e s , 
have been suggested  as an e x p lan a tio n  o f replacem ent c o s t;  and m arket 
v a lu es  a re  a good ex p lan a tio n  f o r  rep lacem ent co s t where th e  a s s e t  
under c o n s id e ra tio n  i s  bought and so ld  in  a  fu n c tio n in g  m arket. 
However, th e re  a re  c e r ta in  a s s e ts  fo r  which th e re  i s  no o p e ra tin g  
m arke t, a s s e ts  l i k e  b u ild in g s  and s p e c ia liz e d  equipm ent.
The c o s t to  re p la c e  th e  s e rv ic e  p o te n t ia l  o f an a s s e t  i s  
o f fe re d  by s t i l l  o th e r  acco u n tan ts  a s  th e  b e s t  way o f ex p la in in g  th e  
rep lacem ent co st o f an a s s e t .  In  accordance w ith t h i s  d e f in i t io n ,  
th e  replacem ent co s t o f an a s s e t  i s  determ ined by secu rin g  th e  
p re se n t m arket p r ic e  o f a s im ila r  a s s e t  having  th e  same p ro d u ctio n  
p o s s i b i l i t i e s  as th e  one p re s e n t ly  owned by th e  b u s in e ss . This 
d e f in i t i o n ,  however, cannot be a p p lied  to  in v en to ry  item s o r  to  
c u rre n t a s s e t s .
To secu re  a  d e f in i t io n  o f rep lacem ent c o s t th a t  can be a p p lied  
to  a s s e t s  in  g e n era l— e i th e r  p ro d u c tiv e  o r  nonproductive— i t  i s  
n e ce ssa ry  to  co n sid e r th e  ea rn in g  p o te n t ia l  o f an a s s e t .  S ince  t h i s  
i s  an id e a l  which i s  d i f f i c u l t  to  a t t a i n  in  a l l  c a se s , many methods 
such a s  a p p ra is a ls ,  c u rre n t m arket v a lu e , o r  s p e c i f ic  index  number 
ad ju stm en ts can be used to  approxim ate th e  rep lacem ent c o s t .
Replacement Coot Arguments
The argum ents in  fav o r o f and in  o p p o sitio n  to  th e  use  of 
rep lacem ent c o s t were examined in  t h i s  study  to  see  w hether th e re  
i s  any sound b a s is  f o r  th e  use  o f t h i s  co s t concep t. The p ro p o si­
t io n s  o f fe re d  in  fav o r o f  rep lacem ent co st g e n e ra lly  s t r e s s  th e  
theme o f  u p - to -d a te  f in a n c ia l  in fo rm a tio n .
F avorab le  p ro p o s i t io n s . Some acco u n tan ts  argue th a t  inven to ry  
and m arke tab le  s e c u r i t i e s  should be re p o rte d  on th e  ba lance  sh e e t 
a t  t h e i r  rep lacem ent c o s t va lues because th e se  va lues a re  more 
s a l i e n t  than  th e  h i s t o r i c a l  c o s ts .  In  a d d it io n , when replacem ent 
c o s t i s  used in  th e  com putation o f  co st o f  s a le s ,  a c u rre n t c o s t 
i s  charged a g a in s t  an u p - to -d a te  revenue; th e r e f o re ,  a  b e t t e r  n e t 
p r o f i t  f ig u re  i s  derived  than  i f  h i s t o r i c a l  c o s t were used . I t  i s  
im portan t to  n o te , n e v e r th e le s s , th a t  th e  use o f  tim e ly  c o s ts  in  
c u rre n t a s s e t  v a lu a tio n  may v io la te  th e  c o s t concept and th e  
d o c tr in e  o f conserva tism  as w e ll .
Kost o f  th e  argum ents fo r  f ix ed  a s s e t  p re s e n ta tio n  on th e  
ba lance  sh e e t emphasize t h a t  h i s t o r i c a l  c o s t does n o t re v e a l  th e  
a c tu a l  amount o f  c a p i ta l  employed by th e  b u s in e ss  in  i t s  p re se n t 
o p e ra t io n s . I f  rep lacem ent c o s t i s  used , acco rd ing  to  th e se  argu­
m ents, th e  p re se n t amount o f  c a p i ta l  employed by th e  firm  i s  rev ea led  
and a  b e t t e r  a n a ly s is  o f  ea rn in g  c a p a c ity  can be made. R eporting  
f ix e d  a s s e t s  a t  rep lacem ent c o s t and c a lc u la t in g  d e p re c ia tio n  on 
t h i s  v a lu e , however, v io la te s  c e r ta in  accoun ting  concepts such as
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th e  c o s t concep t, th e  d o c tr in e  o f conserva tism , th e  concept o f 
d e p re c ia t io n , and th e  concept o f  th e  ba lance  sh e e t.
D ep rec ia tio n  c a lc u la t io n s  based on replacem ent c o s t u su a lly  
p rov ide  a d e p re c ia tio n  expense th a t  i s  more n e a r ly  c o in c id e n t w ith 
th e  a c tu a l  c o s t o f  th e  amount o f an a s s e t  consumed in  o p e ra tio n s  
than  such a c a lc u la t io n  based on h i s t o r i c a l  c o s t .  I t  i s  b e t t e r  
because th e  h i s t o r i c a l  co st d e p re c ia tio n  r e s t s  upon a co s t th a t  
e n te red  th e  accoun ts some tim e in  th e  p a s t whereas th e  replacem ent 
c o s t d e p re c ia tio n  i s  based on a  c u rre n t va lue ; namely, th e  c o s t to  
re p la c e  th e  a s s e t .
Opposing argum ents. O ften replacem ent co st i s  a tta c k e d  on 
th e  grounds th a t  such a va lue  i s  in a c c u ra te  and su b je c t to  th e  
v a g a rie s  o f  p e rso n a l o p in io n . This a c c u sa tio n  i s  u s u a lly  le v e le d  
a g a in s t  th e  replacem ent c o s t concept because such a c o s t may be 
o b ta in ed  in  s e v e ra l  d i f f e r e n t  ways; f o r  in s ta n c e , s p e c i f ic  index  
numbers may be u sed , a p p ra is a ls  may be u t i l i z e d ,  and c u rre n t m arket 
v a lu e  may even be used . Because any one o f th e se  methods may be 
used , rep lacem ent c o s t d e te rm in a tio n  i s  s a id  to  be an in e x a c t 
p rocedure  and i s  condemned fo r  being  in a c c u ra te .
The c y c l ic a l  f lu c tu a t io n  o f  p r ic e s  i s  advanced by some 
accoun ting  w r i te r s  as ev idence th a t  rep lacem ent co s t v a lu es in  th e  
s ta tem en ts  a re  u s e le s s  s in c e  a s s e t  v a lu es  th a t  a re  high now w i l l  be 
reduced to  low er le v e ls  when th e  downswing in  p r ic e s  o c cu rs . This 
argument o v erlooks th e  asymmetry o f  c y c l ic a l  p r ic e  movements and th e  
c o n s tan t upward d r i f t  in  p r ic e s  s in c e  th e  d e p re ss io n  o f th e  t h i r t i e s .
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In  a d d it io n  to  th e  argument based on th e  c y c l ic a l  p a t te rn  o f 
p r ic e s ,  some a cc o u n ta n ts  argue th a t  a  rep lacem ent c o s t fo r  o b so le te  
a s s e ts  i s  Im possib le  to  o b ta in . However, th e  earn ing  p o te n t ia l  o f 
th e  a s s e t  can be a sc e r ta in e d  and th e  c o s t o f  a s im ila r  a s s e t  w ith 
th e  same ea rn in g  p o te n t ia l  as th e  p re se n t one i s  th e  replacem ent 
co s t o f  th e  o b so le te  a s s e t .  Sometimes th e  c o s t o f  g e t t in g  re p la c e ­
ment co s t e s tim a te s  i s  used as an o b je c tio n  to  th e  use  o f re p la c e ­
ment c o s t ,  bu t t h i s  c o n ten tio n  i s  no t too im portan t a t  th e  p re se n t 
tim e because o f  the  a v a i l a b i l i t y  o f s p e c if ic  index  num bers.
Lack o f  co m p arab ility  i s  a f u r th e r  argument advanced a g a in s t 
rep lacem ent c o s t .  In  essen ce , t h i s  c o n ten tio n  n o tes  th e  im possi­
b i l i t y  o f comparing p re sen t e a rn in g s  which a re  computed on th e  
replacem ent c o s t b a s is  w ith p a s t  earn in g s t h a t  were n a tu r a l ly  
computed u sin g  th e  h i s t o r i c a l  c o s t b a s i s .  Such a s i tu a t io n  could 
e a s i ly  be avo ided , however, i f  a l l  f irm s th a t  adopt th e  use o f 
rep lacem ent c o s t in  t h e i r  s ta te m e n ts  p rep a re  supplem entary  h i s t o r i ­
c a l  co s t s ta te m e n ts  du ring  th e  t r a n s i t i o n  from h i s t o r i c a l  c o s t to  
replacem ent c o s t .
In  summary, t h i s  study  has a ttem pted  th rough  a c a re fu l  
a n a ly s is  o f th e  replacem ent c o s t concept to  p rov ide  an in s ig h t  in to  
th e  reaso n in g  advanced in  support o f th e  id ea  as w e ll a s an appre­
c ia t io n  o f th e  o b je c tio n s  to  th e  use  o f  rep lacem ent c o s t .  This 
a n a ly s is  a ls o  len d s  some support to  th e  conclu sion  th a t  th e  account­
ing  p ro fe s s io n  should  con tinue  to  fo llo w  i t s  p re s e n t g e n e ra lly
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accep ted  procedures u n t i l  acco u n tan ts  d ec id e  to  p la c e  c u rre n t 
v a lu es  on th e  b a lan ce  sh e e t and th e  income s ta te m e n t.
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